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THE INVESTMENT ELEMENT IN LIFE-INSURANCE 
CONTRACTS' 


I 


N THE existing literature on life insurance and investments, 
it is practically impossible to obtain a definite and consist- 
ent answer to the question: Is it advisable, from the indi- 

vidual investor’s point of view, to purchase investment-life-in- 
surance policies?? Some writers, usually those who are in the 
life-insurance field, suggest that the investment policies, such as 
limited-payment life contracts and endowment policies, are al- 
ways worth buying by those desiring an investment in addition 
to life-insurance protection. Other writers, particularly those 

* This article is an outgrowth of discussions and work carried on by a class 
in Insurance. Grateful acknowledgment is here given to the members of that 
class: M. A. Chernoff, W. J. Graham, F. L. Hotz, D. Prosser, D. L. Sternfield, 
and A. S. Walter. Particular acknowledgment is made to W. D. Baskett, Jr., 
Assistant in the School of Commerce and Administration of the University of 
Chicago, who has done a great deal of the statistical work. 

* The term “investment-life-insurance policy” is used here to represent pol- 
icies that have a large “cash-surrender value” throughout most of the period 
they cover, such as limited-payment life policies and endowment policies. It 
should be noted that the large “cash-surrender value” in limited-payment life 
policies arises primarily out of prepaid premiums; whereas in the case of an en- 
dowment policy, it is explained both by the presence of prepaid premiums and by 
the fact that the endowment contract has a “pure-endowment” element. 
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who are in the investment field, indicate that usually it is inad- 
visable to invest funds with insurance companies.* 

A careful analysis of the situation indicates that in most in- 
stances it is desirable to keep life-insurance contracts separate 
and distinct from investment contracts—to buy life-insurance 
services from a life-insurance carrier, and investment services 
through an investment institution. Under certain, but rather 
limited, circumstances, however, it may be found advisable to 
combine life insurance with investment, that is, to purchase life- 
insurance policies with a large investment element in them. 

The reason why the existing literature does not clearly indi- 
cate the advantages and disadvantages of the investment ele- 
ment in life insurance is to be found in the differences of opinion 
as to what are the most accurate answers to the following issues: 
What is the distinction between life insurance and investment? 


* Perhaps the first attempt to study comprehensively the investment element 
in life insurance was made in a series of weekly articles published in the Saturday 
Review (London) in 1895 (see ibid., LXXIX [1895], 454-861, and LXXX 
[1895], 109-652). Since then very little has been presented in periodicals (see F. 
H. Kitchin, “Is Life Insurance a Good Investment?” National, XXXVI, p. 92; 
“Investment and Insurance,” Independent, LII [April 12, 1900], 911-12; D. P. 
Kingsley, “Financial Side of Life Insurance,” ibid., LITI [December 19, 1901], 
3043-44; A. W. Atwood, “When Insurance Is the Best Investment,” McClure’s, 
XLII [December, 1913], 204-21; A. Millard, “Bargain Hunting in Insurance,” 
Magazine of Wall Street, XXXVII [February 27, 1926], 832; F. P. Clarendon, 
“How to Use Insurance for Investment,” ibid., XXXIX [December 4, 1926], 
247; E. R. Woods, “Considering Life Insurance from an Investment Point of 
View,” Life Association News, April, 1927; M. A. Linton, “The Material Return 
from Life Insurance as an Investment,” ibid., November, 1927). The first and 
probably only treatise on life insurance that devotes a chapter to the subject is 
Dawson’s, The Business of Life Insurance (see W. M. Dawson, op. cit. [A. S. 
Barnes & Co., 1905], chap. xxiii). Since then, the following writers on insurance 
have given this subject some attention: W. F. Gephart, C. O. Hardy, S. S. Hueb- 
ner, C. K. Knight, J. B. Maclean, B. D. Mudgett, W. A. Robertson, Riegel and 
Loman, and W. R. Scudder. Of this group the work done by W. R. Scudder and 
C. K. Knight is the most comprehensive. None of these writers, however, has 
treated this significant aspect of life insurance adequately. (See W. A. Robertson, 
Insurance as a Means of Investment [London: T. C. and E. C. Jack, 1912]; 
W. R. Scudder, The Fallacies of Life Insurance [privately printed, 1913], partic- 
ularly pp. 176-84; W. F. Gephart, Principles of Insurance, Life [Macmillan Co., 
1913], pp. 223-29; Riegel and Loman, Insurance Principles and Practices [Pren- 
tice-Hall, Inc., 1921], pp. 61-65; C. O. Hardy, Risk and Risk-Bearing [University 
of Chicago Press, 1923], pp. 255-56; S. S. Huebner, Life Insurance, Revised [D. 
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If it is granted that life-insurance contracts and investment con- 
tracts are quite distinct from each other, what part of the life- 
insurance policies now being sold are in reality investment con- 
tracts? Does this investment part of life-insurance contracts 
afford a satisfactory vehicle for investing funds? 


II 


Almost every responsible person in the present industrial 
system is subjected to life-risks, to the uncertainty of loss of in- 
come occurring either to his dependents because of his actual 
death or to himself and dependents because of his economic 
death.* Life insurance is the available means of reducing these 
risks. When a person buys a life-insurance policy, he transfers 
all or a portion of a life-risk to an insurance carrier. If the life- 
risk in question is one that arises out of the possibility of ‘“cas- 
ket death,” then a contract is purchased that provides for the 
turning-over of a lump sum of money or a periodic income either 
to specified beneficiaries or to the estate in case death occurs 
within the stipulated period of the contract. If the life-risk, 
however, is one that arises out of the possibility of economic 
death, then a policy is bought that provides for the payment of a 
lump sum of money or a periodic income to the insured person in 
case he has outlived, or is living at the beginning of, a certain 


Appleton & Co., 1924], pp. 19-28; J. B. Maclean, Life Insurance [McGraw-Hill 
Book Co., 1924], pp. 41-42; B. D. Mudgett, Jnsurance [Alexander Hamilton In- 
stitute, 1924], pp. 46-49; C. K. Knight, Advanced Life Insurance [John Wiley & 
Sons, 1926], pp. 220-28). 

Of the writers on investments, the following have given some attention to 
the investment element in life insurance: A. W. Atwood, N. C. Fowler, Jr., D. F. 
Jordan, J. E. Kirshman, W. E. Lagerquist, M. W. Lipper, H. Lyon, and H. 
Withers. Of these, the most comprehensive work was done by H. Lyon, but 
none of them have dealt with the subject adequately. (See M. W. Lipper, Jn- 
vestments [Universal Business Institute, 1910], pp. 420-28; N. C. Fowler, Jr., 
How to Save Money [A. C. McClurg & Co., 1912], pp. 224-37; A. W. Atwood, 
Putnam’s Investment Handbook [G. P. Putnam’s Sons, 1919], pp. 45-50; W. E. 
Lagerquist, Investment Analysis [Macmillan Co., 1921]; D. F. Jordan, Invest- 
ments [Prentice-Hall, Inc., 1923], p. 241; J. E. Kirshman, Principles of Invest- 
ment [A. W. Shaw Co., 1925], pp. 835-37; H. Lyon, Investment [Houghton Mif- 
flin Co., 1926], pp. 460-61; H. Withers, Hints about Investments [Eveleigh Nash 
& Grayson, 1926], pp. 25-35). 

“Economic death may arise from industrial old age, ill health, etc. 
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stipulated period of time.’ Policies are available that combine 
both of these contracts, making it possible for a person to trans- 
fer both types of life-risks by purchasing one instrument.® 

When a person buys an investment contract, however, he 
burdens himself with risks. Instead of transferring some of the 
risks he is bearing, as he does when he is buying life-insurance 
services, he assumes additional risks in the hope of receiving pe- 
riodically an income and eventually his principal sum.’ The re- 
ceipt of this income and principal sum, however, is not depend- 
ent primarily upon the occurrence of such a contingency as 
death. It depends only upon whether or not the funds have been 
used for a purpose that turns out to be profitable. 

Interestingly enough, in the process either of buying life-risk 
reduction services or of assuming investment risks, one usually 
purchases a contract that will at some time in the future have an 
effect upon the amount of the wealth of his beneficiaries or upon 
the value of his estate. Perhaps this similarity of effect explains 
why investment and life insurance have often been confused 
with each other. 

These two methods of taking care of the well-being of bene- 
ficiaries and affecting the value of an estate are not comparable, 
however, in other important respects. When one attempts to af- 
fect the financial status of his beneficiaries or himself by a con- 
tinuing investment program, he always takes the chance that 
either “casket death” or economic death will occur before the 
task is accomplished. Life insurance, however, makes certain 
that these objectives will be attained. Also, it is worth noting 
that in the case of an ordinary investment, the wealth being ac- 
cumulated usually can be withdrawn at almost any time for one’s 
own use; the receipt of income or the obtaining of the funds in- 
vested not being dependent on the occurrence of any contingen- 
cy. When one is protecting the financial position of his benefi- 
ciaries or himself by life insurance, however, he cannot withdraw 


* These periodic incomes may take the form of annuities. 

°To the extent that life-insurance policies have disability clauses in them, 
all of them protect persons against both types of life-risks. 

* The assumption of these investment risks may very often be for the pur- 
pose of reducing life-risks. 
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any funds at will; he cannot obtain anything until the contin- 
gency specified in the policy occurs.* 

It is evident, therefore, that life insurance and investment 
are quite different. If a person is to act rationally, these two 
types of arrangements should not be confused with each other. 
Nevertheless, it is very difficult to keep them distinct, thanks in 
large part to the present practices of life-insurance carriers.” 


IIl 


Although some types of life-insurance contracts have a larg- 
er investment feature in them than others, practically all life 
policies contain an investment element. This situation arises 
primarily out of methods now being employed in paying for life- 
insurance services. Practically all life policies are sold on a level- 
premiums plan, that is, an equal sum is paid periodically until the 
contract matures or expires. Since the mortality rate increases 
as one grows older, and the cost of furnishing life insurance 
varies almost directly with the probability of death,” in order to 
render life-insurance service on a level-premium basis, it is nec- 
essary to charge a premium in the early period of a life-insur- 
ance policy that is higher than the mortality and “loading” 
cost." This extra sum is in reality a prepaid premium, an 
amount that is obtained to take care of the later periods (if the 
contract does not mature in the meantime), when the periodic 
premium paid will be even less than the mortality cost. 

The portion of the periodic premium that is over and above 
the cost of rendering life-insurance services currently may be 
considered from the point of view of the life-insurance buyer as 

* The investment element in a life-insurance contract can be withdrawn if 
the contract is surrendered. 


° These practices, which have resulted in making almost every life-insurance 
contract now being sold a combination of insurance and investment, have proba- 
bly arisen out of the attempts on the part of life-insurance carriers to develop at- 
tractive and convenient policies. 


*°In the case of pure endowments, annuities, etc., the cost of furnishing life- 
insurance services varies, of course, directly with the probability of living. 

“The mortality and “loading” cost is the amount that a company has to 
receive from each policyholder in order to be able to cover policy claims and ex- 
penses of operating. 
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a sort of deposit or an investment with the life-insurance com- 
pany. From the viewpoint of the life-insurance carrier, it may 
be thought of as a prepaid premium, or an amount that has been 
invested by the insured—a liability reserve. Life-insurance com- 
panies are forced by state regulation to return this sum in case 
the policy is lapsed, and they make it a common practice to 
“loan” this amount to policyholders. 

Some of the life-insurance policies call for a greater prepay- 
ment of premiums than others, and, accordingly, these have a 
larger investment element in them. Of all life-insurance con- 
tracts, the ordinary term policies have the smallest investment 
feature.’* They are contracts that mature either at the death of 
the insured within the period of the policy or expire at the end 
of this period. In the first instance, the beneficiary gets the face 
value of the policy; in the second case, no return is made to any- 
one. The investment element is so small in these life-insurance 
contracts that the life carriers are not even required to return the 
prepaid premiums. These policies, in other words, usually have 
neither a cash-surrender value nor a policy-loan value.** 

The ordinary life policies have a larger element of investment 
in them than the term policies.** These contracts mature at the 
death of the insured or at the time insured has outlived the last 


“ The one-year term is strictly the only policy without a reserve. The term 
policies for longer periods have a slight reserve up until the last year; and the 
longer the term, the larger reserve. 


* A few companies do give a cash-surrender value on their term policies, 
after the second year, and up to the last year of their duration. For example, in 
one company the cash value of a five-year term policy, at the end of the third 
year after purchased at age thirty, is $0.31 per $1,000 of life insurance. In the 
ten-year term policy, at the end of the sixth year after purchase at the age of 
fifty, it is $14.76 per $1,000 of life insurance. 


“For example, measuring the investment element in these two types of 
contracts by the terminal reserve based on the American Experience Mortality 
Table and a 3% per cent interest rate, it is found that the investment element in a 
twenty-year term compared to a whole-life policy is as follows: $2.58 compared 
to $33.23, at the end of five years, if the policies were taken out at twenty years 
of age; $6.36 compared to $89.42 at the end of ten years, if the policies were 
purchased at the age of twenty-five; and $18.55 compared to $219.15 at end of 
fifteen years, if the policies were purchased at thirty-five years of age. (See The 
Handy Guide [The Spectator Co., 1927], pp. 40, 41, 85, 86.) 
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age on the mortality table being used.*® In both instances the 
face value of the policy is paid. The investment feature is larger 
in these policies than it is in the case of term policies, because 
the leveling process has to be done for a much longer period of 
time and, consequently, during the early periods of this con- 
tract the insured pays a premium which is considerably larger 
than the cost of life-insurance services currently rendered. Ac- 
cordingly, this policy has both a significant cash-surrender value 
and a large policy-loan value. 

Owing to the fact that all the premiums are to be paid within 
a relatively short period of time, the limited-payment whole-life 
policies have a larger investment element in them than the ordi- 
nary life policies. Of course, the shorter the period within which 
the premiums are to be paid, the larger is the investment element 
in each of the premiums paid during the early periods. These 
limited-payment life policies mature under the same conditions 
as the ordinary life policies. The difference is that in the case of 
the ordinary life policy, premiums are paid until the contracts 
mature; whereas in the case of limited-payment life policies, 
premiums are paid within a relatively shorter period of time— 
say ten, fifteen, or twenty years, providing, of course, that the 
policies do not mature in the meantime. In view of the limita- 
tion on the time during which the premiums are to be paid, these 
policies have a much larger cash-surrender value and policy- 
loan value than the ordinary life policies. 

For illustrative purposes, Table I compares the investment 
element measured by terminal reserve values’® in an ordinary 
life policy with a twenty-payment life policy at the end of five, 
ten, fifteen, and twenty years after the purchase of the policy. 

The investment element in the fourth outstanding type of 
life-insurance contract—the endowment policy—is more diffi- 

* Some insurance carriers have practically all their policies maturing at 


eighty-five years, although the American Experience Mortality Table runs 
through the ninety-sixth year. 

**In early policy years the terminal reserve values are slightly larger than 
cash-surrender values or policy-loan values. A charge is usually made when the 
cash surrender value is taken out or a loan is made. After the early policy years, 
however, the cash and loan values are the exact terminal reserve values. 





280 THE JOURNAL OF BUSINESS 


cult to measure. This difficulty arises out of the fact that en- 
dowment policies are a combination of two kinds of life-insur- 
ance policies: the pure-endowment policy and the term policy. 
Pure-endowment contracts mature either at the death of the in- 
sured or at the end of a stipulated number of years. If the in- 
sured is alive at the end of this period, he gets the face value of 
the contract. If he dies within the period, the insurance com- 
pany is not obligated to pay anyone. The aim of these contracts 


TABLE I 


COMPARISON OF THE INVESTMENT IN A $1,000 TWENTY-PAYMENT LIFE 
PoLicy WITH THAT IN A $1,000 ORDINARY LIFE Poticy* 








INVESTMENT 





AGE AT At End of 5 Years |At End of 10 Years|At End of 15 Years|At End of 20 Years 
PURCHASE OF 
CONTRACT 





20- ee 20- on o- : 20- 
Payment Ordinary Payment Ordinary Payment Ordinary Payment 
ife Life ife Life ife Life ife 


Ordinary 
Life 





$ 86.62|$ 37. 73|$180 $ 81. 76|$312. 68/$132. 94/$459. 42/$192. 04 
95-40] 45.76] 208. 98.94] 343.86) 160. 36] 504.59] 230.50 
105.74] 55-73} 230 120.10} 379.19] 193.61] 555.22] 276.02 
117.52| 68.16] 255.78] 146.01] 418.33] 233.28} 609.92] 327.5 
130.92] 83.54] 283.23] 177.20] 459.51] 278.40} 666.72] 383. 
145.86] 102. 20} 311.5 212.62] 500.15] 327.27] 723.24] 441. 
160.90} 122.99] 338.: 250.609] 537-10] 377-76] 776.73) 498. 
175.61} 145.61 ; 290. 50] 5 427.64] 824.93] 551. 
re 330.10 474.71 607. 





























* The investment element, as measured by the terminal reserve values, was taken from The 
Handy Guide (The Spectator Co., 1927), Appendix, pp. 56, 57, 64, 65. The values are based on the 
American Experience Table of Mortality and a 3 per cent rate of discount. 


is to furnish one with an income if he outlives a certain period 
of time, presumably his productive period. Term policies, as was 
shown above, mature either at the death of the insured within a 
given period of time of the policy or expire at the end of this 
period. In this case, however, the beneficiary gets the face value 
if the insured dies within the period of time; no one gets any- 
thing if the insured outlives the period of time. Accordingly, if 
one buys a combination of these two policies, an endowment 
contract, the beneficiary will get the face value if the insured 
dies within the period and the insured will get the face value if 
he outlives the period. The investment element in these endow- 
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ment policies is larger than in any of the other important types 
of contracts. 

Table II compares the investment element as measured by 
terminal reserve values in a twenty-year endowment policy with 
a twenty-payment life policy at the end of five, ten, fifteen, and 
twenty years after policy was purchased. 

All of these types of contracts, with the exception of the en- 
dowment policy, render the same identical “casket-death”’ life- 


TABLE II 


COMPARISON OF THE INVESTMENT IN A $1,000 TWENTY-YEAR ENDOWMENT 
PoLicy WITH THAT IN A $1,000 TWENTY-PAYMENT LIFE Po.icy* 








INVESTMENT 





AGE AT At End of 5 Years |At End of ro Years|At End of 15 Years} At End of 20 Years 
PURCHASE OF 
CONTRACT 





20-Year 20- 20-Year 20- 20-Year 20- 20- 
Endow- | Payment} Endow- | Payment; Endow- | Payment y- |Payment 
ment Life ment ife ment Life Life 





$185. 47|$ 86. 62/$408. 10|$189. 76/$676. 06|$312. 68 .001$459. 42 
185.39] 95-49] 407.79] 208.95] 675.54] 343.86 : 504.59 
185.41] 105.74] 407.51} 230. 674.85] 379.19 ; 555-22 
185.71] 117.52] 407.45] 255. 674.00] 418. 33 609.92 
186 130.92] 407.98] 283. 23} 672.61] 459.51 ' 666.72 


IgI. 
194 


7 
.6 
188.73] 145.86] 408.62] 311.52] 669.88] 500.15 ; 723.24 
2 
8 


160.90] 408.61} 338. 664.75} 537.10 ; 770.73 
0} 175.61] 408. 33] 362. 656. 29] 567.10 : 824.93 





























* The investment element is measured by the terminal reserve values as taken from The Handy 
Guide (The Spectator Co.), Appendix, pp. 64, 65, 69, 70. The values are based on American Experience 
Table of Mortality and a 3 per cent rate of discount. 


t It is assumed that the pure-endowment element in this case is equivalent to an investment. 
risk-reduction services during a given period of time. A person 
desiring to purchase $10,000 of “casket-death” life insurance for 
ten years can receive that service by buying one of the fol- 
lowing policies: (1) a ten-year term for $10,000, (2) an ordi- 
nary life for $10,000, (3) a limited-payment life for $10,000, 
(4) a ten-year endowment policy for $10,000. The first and 
fourth contracts mature at the end of ten years; the second and 
third can be lapsed at the end of ten years. In each case his de- 
pendents will be certain of receiving $10,000 in case of his death 
within the ten-year period. It should be noted that the endow- 
ment policy contains an economic-death insurance element in it 
—the pure-endowment feature. It protects one against living 
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beyond his income-producing period, in addition to protecting 
the beneficiaries against a loss of income arising out of the death 
of the insured. This feature resembles the outstanding charac- 
teristic of an “investment” in so far as it furnishes one with as- 
surance that at some future date he will increase his wealth 
whether or not a contingency such as death occurs. As we have 
already seen, the outstanding difference between an investment 
and a pure endowment is that the receiving of the income, and 
ultimately the investment, is contingent on the living of the in- 
sured. In the case of an investment, the wealth being accumu- 
lated can be withdrawn at any time. 

Evidently, therefore, the most significant difference between 
the various life-insurance policies now being sold is the varia- 
tion in the amount of the “investment element” they contain. 
Accordingly, whether or not one should purchase a twenty-pay- 
ment life or an endowment policy instead of an ordinary-life poli- 
cy*’ depends almost entirely on the advisability of investing 
funds with life-insurance carriers, that is, of purchasing invest- 
ment contracts that are part of life-insurance policies.’* 


IV 


In determining the advisability of making a given invest- 
ment, it is necessary to consider at least three somewhat over- 
lapping factors: (1) the rate of return that probably will be 
obtained related to the risk that is being assumed, (2) the ex- 
pense and effort involved in taking care of the investment, and 
(3) the liquidity or salability of the investment.’® Of the three 
factors, the first is by far the most important; the other two are 


“ The issue is raised with reference to a whole-life policy instead of some 
kind of term policy because the whole-life policy is the most convenient con- 
tract available to serve life-insurance needs with the least amount of investment 
element. Term-insurance contracts are difficult to obtain, and insurance carriers 
seem to be prejudiced against them. 

* Of course, there are numerous other detailed differences between policies. 
From a cursory look at rate books one gets the impression that no two policies 
issued by two different companies are the same in all respects. It should also 
be noted that we are looking at the entire situation from the point of view of a 
life-insurance policy purchaser. From the point of view of the life-insurance ac- 
tuary, every policy is practically the exact equivalent of every other policy. (See 
P. C. H. Papps, “Which Is the Best Policy?” The Pelican, April, 1924 [published 
by the Mutual Benefit Life Insurance Company].) 
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significant, but ordinarily are not the deciding factors in any 
given situation. All of them, of course, can be considered ade- 
quately only in terms of the existing investment situation and 
the discernible investment tendencies. 

Before considering these factors in determining the advisa- 
bility of purchasing investment-life-insurance policies, it is es- 
sential to note that at least two different points of view are pos- 
sible in approaching the question of whether or not one should 
invest his funds in a given way. It is possible to take the atti- 
tude that one should purchase sufficient insurance to afford the 
maximum assured protection desired for one’s estate or bene- 
ficiaries and that any investments entered upon are for the pur- 
pose of improving one’s own financial status. Or it is possible 
to take the attitude that one should take out insurance sufficient 
to afford only minimum assured protection for one’s estate or 
beneficiaries and that any investments entered upon are for the 
purpose of improving both one’s own financial status and the 
financial condition of one’s estate or beneficiaries. Of these two 
attitudes, the latter is decidedly the more prevalent.” 

If one takes the first point of view, the investment element 
in life-insurance policies affords, almost always, a desirable in- 
vestment, and in many instances a very attractive one.” For 
individuals with this point of view who are willing to leave their 
funds in the control of life-insurance carriers for a period of 
twenty years, there is a reasonable possibility of obtaining from 

* See treatises on investments for other lists of investment factors, particu- 
larly Chamberlain and Edwards, Principles of Bond Investment (Henry Holt & 


Co., 1927); H. Lyon, Investment (Houghton Mifflin Co., 1926); and W. E. La- 
gerquist, Investment Analysis (Macmillan Co., 1921). 

If a person wanted to be certain of leaving the largest possible estate, he 
should use all of his “surplus funds” for the purchase of a life-insurance con- 
tract. The issue being raised, however, is: How should one invest his funds? 

* The rates-of-return figures that will be presented are those that were 
thought to be typical after a study was made of twelve life-insurance carriers. 
These companies were chosen at random and appear to be a “good” sample. Some 
of them are large, others are relatively small. They are well distributed geo- 
graphically. Out of the twelve, eight are participating companies; two are non- 
participating; one sells both participating and non-participating policies; and 
one, although a stock company, has been paying its policyholders dividends. 

In deciding what rates of return were most typical, a great deal of difficulty 
was encountered. Allowance had to be made for dividends and for differences in 











284 THE JOURNAL OF BUSINESS 
5 to 12 per cent compound interest on the investment element.*” 
If the policy with the investment feature be obtained between 
the ages of twenty and thirty-five, approximately 5 per cent 
compound interest can be received.** More than 6 per cent com- 
pounded will be the return if the policy is obtained between the 
ages of thirty-five and forty-five.** Eight per cent compounded 
will be received, providing the policy is taken out at age of 
fifty;*° more than 9 per cent compounded, if it is taken out at 
age of fifty-five;°® and approximately 12 per cent compounded, 
providing the policy was obtained at sixty years of age or over.” 

These returns, especially in the later ages, are very high 
compared with the returns available on other investments with 
roughly the same amount of risk involved. Of course, the only 
significant risk arises out of the possibility that the insurance 
carrier will not be in a financial position to turn over at the end of 
the twenty-year period the cash-surrender value.** For, in terms 


policies. If an inaccuracy crept into the data, the error is probably in the direc- 
tion of underestimating the rates of return rather than overestimating them. 

See footnote under Table III, page 288, for detail as to how these rates of 
return were determined. 

* The range of cases investigated was between 3% and 17 per cent com- 
pound interest. 

* The range of the cases investigated was between 334 and 7 per cent com- 
pound interest. 

* The range of the cases studied was between 4 and 8 per cent compound 
interest. 

** The range of the cases investigated was between 6% and 9% per cent 
compound interest. 

* The range of the cases investigated was about 7 and 12 per cent com- 
pounded. 

* The range of the cases investigated was between 8 and 17 per cent. 

* The five largest life-insurance carriers have been in business since approx- 
imately the middle of the nineteenth century. Between 1910 and 1926, only ten 
of the legal reserve life carriers have had serious financial difficulty. All of these 
companies were small; four of them failed, and six were either put in the hands 
of receivers or insurance departments. During this period there were roughly 
over 270 companies operating each year. Less than 3 per cent of the companies 
operating each year in this period got into financial difficulty. (See The Insurance 
Year Book, Life Insurance [The Spectator Co., 1927], pp. A539-44.) This is a 
remarkable financial record and compares very favorably with savings banks, 
land banks, and other financial institutions which are similar, from an investment 
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of the point of view taken, the person investing does not care 
what happens to the investment if he dies during the twenty-year 
period. 

For individuals with this point of view who are willing to 
keep their funds invested for a period of fifteen years, investing 
with life-insurance carriers is profitable, although not as profita- 
ble as when the funds are kept invested for twenty vears. If 
they purchase the investment policies between the ages of twen- 
ty and thirty-five, they will receive between 4 and 5 per cent 
compound interest.”® If the purchase is made between the ages 
of thirty-five and fifty, between 5 and 6% per cent compound 
interest will be obtained.*° Much more than 7 per cent com- 
pounded will be the return if the policy is bought at the age of 
fifty-five.** And at least 10 per cent compounded will be received 
providing the policy is taken out at the age of sixty or over.*” 

These returns also are very large compared to the amount 
that can be obtained under present conditions from any other 
investment with the same risk—always assuming that the person 
being considered is investing only to improve his own financial 
status and is not interested in what will happen to his invest- 
ment if he dies during the fifteen-year period. 

Those who are willing to invest their funds for only a period 
of ten years will not be able to get returns as large as those just 


point of view, with life-insurance companies. This record also indicates that in in- 
vesting with life-insurance carriers, one takes as little risk from the possibility of 
having the life-insurance company financially unable to pay as he does in buying 
the highest-grade railroad or public utility bonds or obligations of the United 
States government. 

This excellent risk record is due largely to the present accurate methods e1a- 
ployed in carrying on the insurance business and the extreme care being taken by 
insurance carriers with the selection and distribution of their investments. There 
is no reason to suppose that this situation will change in the future. 


® The range of the cases investigated was between 2 and 64 per cent com- 
pound interest. 

* The range of the cases investigated was between 2% and 8 per cent com- 
pound interest. 

* The range of the cases investigated was between 3% and 9% per cent 
compound interest. 

“ The range of the cases investigated was between 314 and 13 per cent com- 
pound interest. 
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mentioned. The rate of return measured in compound interest 
would be between 4 and 5 per cent if the insurance contract is 
purchased between the ages of twenty and fifty.** It would be 
approximately 6 per cent compounded if the policy is taken out 
at fifty-five years of age,** and considerably more than 7 per cent 
if the contract was purchased at sixty years of age or over.” 
These returns are more favorable, particularly in the later ages, 
than those that can be received from almost any other invest- 
ment with the same risk, from the viewpoint of the individual 
who is investing to improve only his own financial status. 

If one with this point of view wishes to invest his funds for 
only a five-year period, he will, under present investment condi- 
tions, find it inadvisable to consider the investment element in 
life-insurance contracts unless he is over fifty-five years of age. 
The return is between 2 and 3 per cent if the policy is purchased 
between the ages of twenty and fifty; ** between 3 per cent and 4 
per cent if contract is taken out between the ages of fifty and 
sixty,*” and considerably over 4 per cent if the policy is bought 
at the age of sixty or over.** 


* The range of the cases investigated was between 14 and 6 per cent com- 
pound interest. 

“The range of the cases investigated was between 244 and 7% per cent 
compound interest. 

* The range of the cases investigated was between 3 and 9 per cent com- 
pound interest. 

* The range of the cases investigated was between o and 434 per cent com- 
pounded. 

* The range of the cases investigated was between o and 6% per cent com- 
pounded. 

* For some data on what are the typical rates of return on investments, 
comparable to the investment element in life insurance contracts, see, particularly, 
Carl Snyder, Business Cycles and Business Measurements (Macmillan Co., 1927), 
pp. 206-7. According to Mr. Snyder, the average rate of return within recent 
years on bonds varied between 4% and 7 per cent, and on real estate and farm 
mortgages 512 to 10 per cent. (See, also, Statistical Bulletins of the Standard 
Trade and Securities Service, Harvard Economic Society’s Publications, Babson 
Statistical Organization’s Letters, The Brookmire Service Investment Letters, 
etc.) The present trend in the investment situation seems to be toward lower 
interest rates. (See, in addition to the various investment services mentioned, 
John Gibson’s recent investment letters, and the National City Bank’s recent let- 
ters.) 
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Table III and Chart I indicate in more detail the approxi- 
mate rate of compound interest that typically** can be obtained 


: CHART I 


RATES OF COMPOUND INTEREST RETURN ON THE INVESTMENT ELEMENT 
IN LiFE-INSURANCE CONTRACTS* 


at the end of 20 
at the end of 15 
at the end of 10 
at the end of 5 years... 


1% 
20 25 35 40 45 55 


Age at Purchase 





* See footnote to Table III for method used in obtaining rates of compoundeinterest return. 


on the difference in premiums paid for investment-life-insur- 
ance policies and premiums that are paid for policies that are 
primarily life-insurance contracts.*° 


* See footnote to Table III, page 288. 

“ For other data on the rate of return on the investment element in life in- 
surance, see M. A. Linton, “The Material Return from Life Insurance as an In- 
vestment,” Life Association News, November, 1927, pp. 184-85; W. R. Scudder, 
The Fallacies of Life Insurance, chap. xii, pp. 176-83 (privately published, 1913) ; 
and C. K. Knight, Advanced Life Insurance (John Wiley & Sons, 1926), pp. 
223-28. 
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TABLE III 


RATE OF COMPOUND INTEREST RETURN ON THE INVESTMENT IN 
LiFE-INSURANCE POLIcrEs* 





Compounp-INTEREST RETURN 








AGE AT PURCHASE OF 
CONTRACT At End of 5 At End of to At End of 15 At End of 20 
Years Years Years Years 
(Percentage) (Percentage) (Percentage) (Percentage) 
BEDS Fn ty EIR 2} 4 4} 5 
SEE a ae MPR ea 29 4 43 5. 
iia aise ac Rise etn eeeatath wierd 23 4 4% ; 
whhiia esha naalatds 23 4, 5 53 
(er veecansne teen nus 25 44 5 6 
be a eade sneer a wes 24 43 53 6} 
Sarda dee ae aca 3h 5 6} 8 
RAED ON Lee 32 6 73 92 
Kae adile wise aod Aiea 43 72 10 12 























The method used in determining the rates of return upon the investment element in life-insurance, 
contracts involved the following steps: First: A base policy had to be chosen. Of all the available 
policies, the one-year term policy is strictly the only contract which represents insurance alone. In 
view of the fact that this policy is not sold by most insurance companies, one of the other insurance 
policies had to be taken. The next best policy was some other kind of term policy. Term policies are also 
not conveniently available. What is more, many insurance carriers do not offer any cash-surrender 
values on any type of term policy. Accordingly, it was decided to use the ordinary life policy as the 
base. Although the ordinary life policy contains a very low investment element, it, nevertheless, is the 
most convenient and easily obtainable insurance contract. Second: Once the base policy was chosen, 
the next step involved subtracting the periodic premiums paid for the ordinary life policy from the 
premiums that have to be paid for an investment—life-insurance contract, such as limited-payment 
life policies and endowment contracts. The difference in the premiums is the amount that is periodically 
being invested by individuals purchasing these investment- fife-i -insurance contracts over and above the 
amount they are required to invest in buying the base policy. Third: The next step involved the 
determining of the rate of return by ascertaining the amount that was available as a result of paying 
these “extra” premiums at the end of various periods. The amount that was available as a result of 
paying these “extra” premiums was dutenuinnd by subtracting the cash-surrender value of the whole 
life policy (the base policy) from the cash-surrender value available at the end of various periods on 
these higher- pric ed polici ies. This difference is the amount that has been accumulated as a result of the 
payment of “extra” premiums and the income on these periodic investments. Accordingly, by the use 
of compound- interest tables, it was possible to determine what was the rate of compound interest 
“paid” by insurance carriers on the “extra” premiums. 

It was found by tests at different places on the table that if the term policy was used as the base 
policy, the rates of return would have been larger than those indicated by using the whole-life as a base 
policy. For example, if a man purchased a higher-priced policy than a term policy at the age of twent 
five years and kept his funds invested with the insurance company for five years, he would have - 
tained 54 per cent compounded instead of 2} per cent as indicated in the table. If the same person left 
his funds invested for ten years, he would have received 6 per cent instead of 4 per cent compounded. 
At the age of fifty-five years he would have received approximately 5 per cent at the end of five 
years compared to 3} per cent, and 7} per cent compared to 6 per cent at the end of ten years. It seems 
therefore, that if any error was made in using the ordinary life policy as the base, it was in the direction 
of making the rates of return lower than they otherwise would have been. In view of the fact, however, 
that on most term policies no cash-surrender value is available, from the point of view of the person 
who is interested in choosing between one policy and another it is essential that the whole-life policy 
be used as the base policy. 

The. method used in determining the rates of return may be illustrated as follows: Let us assume 
that a person is comparing a twenty-payment life policy for $1,000.00 with a whole-life policy for 
$1,000.00. At the age of twenty-five the premium on the twenty-payment life policy, let us say, is 
approximately $23.50. The premium on an ordinary life policy is approximately $15.50. The difference, 
therefore, is roughly $8.00. This amount can be hee ae ony the annual investment in the higher 
priced policy over and above the amount that would be invested by buying the base policy. After ten 
years of paying for this twenty-payment life policy, its cash-surrender value or investment element is 
approximately $175.00. The corresponding investment element in the ordinary life policy is $82.00. 
At the end of ten years, therefore, the individual who bought the twenty-payment life policy has ac- 
cumulated $93.00. This amount can be considered to be the principal plus the interest that was re- 
ceived on the annual investment of $8.00 per year for ten years. In this case it is found that the prin- 
cipal has been held at the rate of pena dard 2.6 per cent compound interest. In this same way the 
rates of return were found for policies taken out at other ages, and for investment funds kept for five, 
fifteen, and twenty years. 
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It is essential to note that the dividends paid on participating policies were taken into account 
in the process of determining the rates of compound interest. It is, of course, obvious that the dividends 
reduce the premiums that are paid periodically. They do not reduce these premiums, however, an equal 
amount each year; nor is the dividend on, let us say, a twenty-payment policy the same as the cor- 
responding dividend in an ordinary life policy. The dividend element, therefore, could not be eliminated 
by merely subtracting the premiums of one policy from the premium of another. The method used 
in eliminating the dividends was as follows: If the interest rate for a five-year period was to be com- 
puted, the arithmetic average of the dividends for five years was taken and subtracted from the 
premium as quoted in the rate book. This is a very simple method of getting rid of the dividends 
and is not entirely correct.’ It was found, however, by tests of the various figures in the table, that 
the error in eliminating the dividends in this manner was usually much smaller than an eighth of 
I per cent. 

The tabie shows just one array of interest rates, that is, the rates for the various high-priced 
policies are not distinguished from each other. The reason for ‘this is that the rates of return on the 
difference in premium between these various types of investment-life-insurance contracts and ordinary 
life policies were discovered to be practically the same. The four policies, then, whose compound 
interest rates on the investment element conform to those presented in the table are the twenty-pay- 
ment life, the twenty-year endowment, the ten-year-payment life, and the ten-year endowment. The 
similarity in the rates of return obtainable on the investment element in all of these policies was very 
striking. It probably is explained, however, by the fact that all of the contracts are based on the same 
Mortality Table and that the loading expenses are distributed in proportionately the same way. It is 
intere sting to note that in the case of participating companies there was less variation encountered than 
in the case of those carriers furnishing non-participating policies. In these instances, the dividends 
seemed to iron out the differences. 

After the rates of return, using the methods indicated and illustrated above, were obtained for 
four companies, a series of tests was made with the remaining eight companies. After some attempts 
to average these various rates, it was decided that the most typical rates of return were indicated by 
one of the twelve companies investigated. The rates of return for the other companies, both the par- 
ticipating and non-participating, were either almost the same as the one that was chosen to be the most 
ty pical or they were ee distributed above and below the figures chosen. (See footnotes indicating 

range,” on pages 284-86.) 

It should be borne in mind, of course, that 12 out of roughly 350 life insurance carriers were 
investigated, and, that the policies issued by these vari ous companies were not identical. Furthermore, 
to some extent at least, the determination of what is “representative” or “typical’’ is based on subjective 
reactions toward the data. Nevertheless, it is thought that the rates presented furnish and accurate 
picture of present conditions. 


If one takes the second point of view, which is by far the 
more usual, that life insurance is to be used for the purpose of 
obtaining a minimum amount of assured protection for the bene- 
ficiary and the estate, the investment element in life-insurance 
policies does not appear to afford a desirable investment. From 
this point of view, it is necessary to take into consideration the 
probability of losing the investment owing to the death of the 
insured. As was shown earlier, it is possible to obtain practically 
the same “casket-death” life-insurance services by buying any 
one of the variety of policies offered. The significant difference 
between them is in the extent of the investment element they con- 
tain. In case of death the difference between the total premiums 
paid for the investment-life-insurance policies and the premiums 
paid for policies that are primarily life-insurance contracts is 
lost. Taking account of this risk factor, makes investing with 
life-insurance carriers appear quite unattractive for those who 
are interested in their beneficiaries and estates beyond the face 
value of their life-insurance policies. 
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Table IV indicates clearly that the chance of losing the in- 
vestment and accumulated income arising out of the probability 
of death are very large compared to the annual return, proba- 
bly much greater than they are in other comparable investments. 
According to the data presented in this table, those who are will- 
ing to invest for a period of twenty years, take a 75 per cent 


TABLE IV 


RATE OF COMPOUND-INTEREST RETURN ON THE INVESTMENT IN LIFE- 
INSURANCE CONTRACTS COMPARED TO CHANCE OF Loss ARISING 
OUT OF THE PROBABILITY OF DEATH* 








INVESTED FOR 5 INVESTED FOR 10 INVESTED FOR 15 INVESTED FOR 20 
PEARS YEARS YEARS YEARS 
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* For explanation of how the rates of return shown in this table were obtained, see footnote to 
TUS aes Uptee of beeeceli. bp lanemeating © acts thet Gi sates af tenemnasete 
some extent a reflection of the probability of death. 
chance of loss to obtain 12 per cent compound interest, a 59 per 
cent chance of loss to obtain about 10 per cent compounded, a 44 
per cent chance of loss to get an 8 per cent compounded return, 
a 26 per cent chance of loss in getting a 6 per cent compounded, 
and so on. Those who are willing to invest for either fifteen 
years or ten years also have to take high probabilities of loss to 
obtain attractive returns. Finally, those who wish to invest for 
only five-year periods have to assume in buying an investment— 
life-insurance policy a chance of loss; whereas, under present 
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conditions of investment, they can obtain approximately the 
same return with practically no possibility of loss.** 

In determining accurately the return obtainable on the in- 
vestment element in life policies, it is worth noting the possible 
effect of the Federal income-tax regulation. According to the 
present income-tax law, the return that is received on the “ex- 
tra” premiums paid for all investment-life policies, except the 
endowment, is not taxable. In the case of the endowment, how- 
ever, in many instances the return is taxable to some extent.** 
This situation, of course, makes such policies as limited-life con- 
tracts with large investment elements more attractive than they 
would be otherwise. Precisely how much more attractive than 
other investments, will depend primarily on the amount of taxa- 
ble income and whether or not the income from these other in- 
vestments is exempt from taxes. 

In regard to the factors other than the return-risk factor 
that should be considered in determining the advisability of in- 
vesting funds with life-insurance carriers, very little can be said. 
Once the investment-life policy is bought, practically no expense 
or effort is involved in taking care of the investment. The in- 

“Tt should be noted again that we think the rate-of-return figures present- 
ed are typical. They are approximately correct in all cases. 

In view of the practical impossibility of measuring the risk involved in 
other investments, it is impossible to compare the percentage chances of loss in- 
volved in investing funds with life-insurance companies to the percentage chances 
of loss in investing funds with other institutions or in other ways. It seems to be 
evident, however, that the chances of loss in the case of investing with life-in- 
surance carriers compared to the possible return are much higher than they would 
be elsewhere. At any rate they are much greater than people would be willing to 
assume for the probable return. (See C. O. Hardy, Risk and Risk-Bearing [Uni- 
versity of Chicago Press, 1923], pp. 255-56.) 

“ According to the income-tax law at present, the amount received by the 
insured in the form of a cash value from any policy, or the face value of an en- 
dowment policy above the amount paid for that policy in premiums, is taxable. 
This amount received is never above the sum of the premiums paid except in 
some instances in the endowment policies. For example, at the age of twenty- 
five, the cash value after ten years, in ordinary life policy of $1,000.00 is approx- 
imately $98.94, while the sum of the premiums is roughly $161.10. And at the age 
of fifty-five in the same policy, the cash value after twenty years is $551.10, 
while the sum of the premiums is $910.80. In a twenty-payment life policy of 
$1,000.00, at the age of fifty-five, the cash value after twenty years is $824.93, 
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surance carrier automatically reinvests the income and takes 
care of the periodic deposits** that are being made. The out- 
standing administrative difficulty arises out of the fact that the 
investment feature is closely interwoven with the life-insurance 
contract. Accordingly, it is exceedingly difficult, and in many 
instances almost impossible, to segregate (except in logic) the 
investment element from the rest of the contract. For example, 
if a person holding a twenty-payment life wanted to take out his 
investment at the end of fifteen years, he would either have to 
allow his policy to lapse or get some kind of paid-up insurance. 
In the first instance, he would lose his present insurance, unless 
he was insurable at the time the contract was discontinued. In 
the second case, he would, of course, not get his investment in 
cash. 

In so far as the investment feature can be separated from 
the life insurance, this type of investment is very liquid. Prac- 
tically all insurance carriers are willing to give almost on de- 
mand the cash-surrender value of any policy in force two or 
three years. Of course, in some few instances the necessity of 
waiting even so short a period as two or three years may be a 
hardship. 


while the sum of the premiums is $1,013.20. However, in the twenty-year endow- 
ment policy of $1,000.00, at the age of twenty-five, the cash value after five 
years is $185.39, and the sum of premiums is $205.05; the cash value after thir- 
teen years, $562.37, and the sum of premiums, $533.13; and the cash value after 
twenty years, $1,000.00, and the sum of premiums $820.20. After the age of fifty, 
the sum of the premiums is above the cash value throughout. The premiums 
used here for illustration are the net premiums, which are slightly less than those 
actually charged, because they do not contain a loading charge. (See The Handy 
Guide [The Spectator Co., 1927], Appendix, p. 55.) 

If, however, the tax were levied on the income from the investment fea- 
ture of life-insurance contracts, there would always be a tax on the high-priced 
policies when they were surrendered. The taxable amount in the case of, say a 
twenty-year endowment policy, would be greater than it is now. Such a policy, 
taken out for $1,000.00 at the age of twenty-five, on being surrendered after 
twenty years would be taxable on $353.00, rather than the amount under present 
conditions, which is about $179.80. In other words, an increase in the taxable 
amount would be effected in the case of all policies. (See R. H. Montgomery, 
Income Tax Procedure [The Ronald Press, 1927], pp. 210-12.) 


“ Prepaid premiums. 
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V 


On the basis of the foregoing analysis, under present invest- 
ment conditions it is inadvisable for practically all individuals 
to purchase investment-life-insurance policies. In so far as it is 
impossible to get a desirable life-insurance policy without an in- 
vestment feature, it, of course, will be necessary to some extent 
to invest funds with life-insurance carriers. But it is possible 
and advisable to avoid buying limited-payment life and endow- 
ment policies.** The rate of return on the investment element in 
these policies related to all the risks assumed is less than it is in 
other investments. Furthermore, although the cost involved in 
taking care of this type of investment is lower than it is in the 
case of other investments, and although the liquidity is likely to 
be greater, many difficulties are encountered in liquidating this 
investment without seriously interfering with the life-insurance 
service being rendered.*° 

The very limited group of individuals who have fully taken 
care of their beneficiaries or their estates by life-insurance and 
are only interested in investments in order to improve their own 
financial position may find it advisable to purchase investment— 
life-insurance policies. For them the only undesirable feature is 
the fact that the life insurance and the investment is combined 
in one contract, making it difficult to deal with one of these two 
elements without interfering with the other. From their point 
of view, however, the deciding factor—the rate of return related 
to the risk assumed—is as high and in many cases higher than 
it is in other kinds of investments. 

S. H. NERLOVE 


UNIVERSITY OF CHICAGO 


“Under present conditions the most convenient and easily available con- 
tract for life-insurance purposes that can be obtained is the whole-life insurance 
policy. This policy, however, contains a significant investment element. 

* A number of writers, both those writing on investments and on life in- 
surance, have justified the purchase of investment-life-insurance policies on the 
basis that they tend to compel persons to save. In this connection, see, particu- 
larly, C. K. Knight, Advanced Life Insurance (John Wiley & Sons, 1926), pp. 
221-22; and H. Lyon, Investment (Houghton Mifflin Co., 1926), pp. 460-61. 





COMMON AND PREFERRED STOCKS AS 
INVESTMENTS 


I. THE PROBLEM STATED 


HE rapid increase in wealth, along with its more general 

distribution among the different classes of American so- 

ciety, has given rise to a widespread interest in those op- 
portunities for investment which seem to offer a return somewhat 
better than the ordinary. As new classes, or new individuals, 
reach the point where they find that they have a greater amount 
of capital than can be profitably used in their own line of indus- 
trial activity they begin to search about for more remunerative 
investments. Usually they are disappointed with the rates offer- 
ed by savings banks, bonds, or real estate first mortgages. These 
new investors are often people who have worked hard for what 
they have saved, and they are likely to feel that their savings 
should command a larger return than that offered by the invest- 
ment market. In this state of mind they may easily become the 
prey of the fraudulent, or low-grade, security salesman. 

Partly in order to protect investors against this danger, and 
partly from motives of gain, it has become fashionable for bank- 
ers and reputable investment houses to advise all investors not 
to buy stocks, and particularly not to buy common stocks. The 
investor, however, has not always been satisfied to take this ad- 
vice, but has looked longingly at the high rates of return on the 
common stocks of certain corporations. 

Within the last few years writers upon financial subjects 
have been giving the subject considerable attention, and at least 
one statistical study has been published. These writers have con- 
fined their attention largely to the merits of common stocks as 
compared with high-grade bonds, and they have offered consid- 
erable evidence to the effect that the opportunities for profitable 
investment in common stocks have been somewhat underesti- 
mated. One writer’ finds a partial explanation in the custom 

+E. L. Smith, Common Stocks as Long-Term Investments (New York: 
Macmillan, 1924). 
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among corporations of leaving a part of their earnings in the 
company each year, so that the earning power of the company 
(and therefore the value of the common stock) tends to increase 
in geometric progression. Another writer,’ after agreeing with 
the point just given, goes on to show that the unstable dollar 
gives the stockholder a great advantage in time of rising prices. 

These and other writers have usually mentioned preferred 
stocks only incidentally, usually to give them an intermediate 
position between common stocks and bonds. Professor Dewing, 
however, does not believe the investor should ever purchase pre- 
ferred stock. In his problems to accompany the Financial Policy 
of Corporations* he says: 

Preferred stocks of all descriptions should be avoided. They involve 
the owners in all the risks of partnership in an enterprise, but assure to him 
only a limited return. One of the most unfortunate tendencies, from an in- 
vestor’s point of view, is the increasing use of preferred stocks. Experience 
has shown that at the time of the failure of an enterprise the preferred 
stockholder is treated with little greater leniency than the common stock- 
holder. If an enterprise isso successful that one wishes to participate in its 
prosperity, the common stock should be bought. On the other hand, if the 
enterprise is not of such inherent soundness that an investor would feel 
justified in purchasing the common stock, he should confine himself to the 
bonds. There is no middle ground. 


The whole problem of finding the most satisfactory form of 
investment is rich in opportunity for impartial, scientific investi- 
gation. Since some comparisons have already been made between 
common stocks and bonds, it seems appropriate as the next step 
to compare other classes of securities with common stocks, with 
bonds, and with one another. It is the purpose of this study to 
make a comparison of preferred stock with common stock as to 
investment value, and to express the results in such form as to 
permit comparison with other types of securities. 

A simple rule which would enable the investor to decide in 
every case between common and preferred stock would be highly 
desirable. Unfortunately, there are reasons why such a rule can- 

*Irving Fisher, “Stocks vs. Bonds,” American Review of Reviews, July, 
1925, PP. 44-46. 


*A.S. Dewing, Problems to Accompany the Financial Policy of Corpora- 
tions (New York: Ronald Press, 1922), pp. 107, 108. 
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not be formulated. In the first place, investors differ from one 
another to such an extent and in so many respects that advice 
which would be good for one might be bad for:another. Some in- 
vestors, savings banks, and insurance companies, for example, 
are interested in maintaining a given number of dollars; while 
others, such as individuals saving for old age, are primarily con- 
cerned with accumulating a store of purchasing power which 
may be represented at one time by a given number of dollars and 
at another time by a greater or smaller number. Then, too, in- 
vestors differ with respect to the extent to which they are able to 
diversify their holdings. It may very well be that an investor 
with only a thousand dollars (which at the most could be spread 
over only a few securities) should follow a different course from 
that taken by an investor with one hundred thousand dollars, 
who could readily secure a wider diversification. Again, invest- 
ors vary with respect to the time at which they will need their 
funds. Some investors may need all their funds upon a day’s 
notice, while others may require only a small, regular amount 
each year. In short, yield is only one factor which should be 
taken into consideration by the investor. It will be recognized, 
then, that even though a useful general principle should be dis- 
covered, its application to the affairs of an individual investor 
would call for great skill and experience. 

In the second place it should be noted that results for long 
periods may differ from results for short periods of time. In the 
analysis which follows results are given for one-year periods, and 
these results are also expressed in such a way that they may 
easily be combined into multiple year periods. 

In such a study as is here contemplated it is highly desirable 
to select a method which will secure an answer to the question 
posed without involving an expenditure of time and money out 
of proportion to the value of the results secured. It is often found 
necessary also to limit the study in order to obtain definite an- 
swers. Accordingly, this study assumes a hypothetical investor 
who makes his investments in a particular way. Setting up more 
or less artificial conditions is, of course, a necessary preliminary 
to every study of this general nature; and it should be kept in 
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mind that the results secured and conclusions drawn may be af- 
fected to a great degree by the particular method adopted. 

In most cases in which the return on one type of investment 
has been compared to the return on another type, the compari- 
sons have been based upon an assumed purchase of a selected 
list of each class of securities and the sale of these securities after 
they have been held for the desired length of time. There are a 
number of serious disadvantages in such a method, among which 
the outstanding ones are as follows: 

1. Perhaps the most serious disadvantage in this method lies 
in the fact that the investigator picks out securities which have 
lived through the entire period. This almost necessarily leads to 
a biased result, since good securities are likely to have a longer 
life than poor ones. Even when care is taken to secure truly com- 
parable lists of securities, the investigator who makes his selec- 
tion with a knowledge of the past is likely to give the investor 
credit for more or less discrimination than the average investor 
would have had, since the investor would have been obliged to 
make his selection without this knowledge. 

2. If the period under consideration is one of considerable 
length, and if a fair number of cases are included, some of the 
securities are almost sure to have disappeared in the period under 
study, and thus substitutions are necessary. The substitution is 
made by arbitrarily picking another security which may or may 
not correspond closely to the original hypothesis, since the choice 
is dictated to a great degree by the price at which the new se- 
curity happens to be selling and the consequent convenience in 
reinvesting the proceeds from the one dropped. 

3. Only one purchase time and one sale time are usually as- 
sumed. In many cases results would have been quite different if 
these times had been taken a year or two earlier or later. Even 
when more than one pair of dates is taken there are often too 
few pairs to afford a basis for safe generalization. 

4. In comparing two kinds of securities, such as bonds with 
stocks, the bonds of one group of companies are compared with 
the stocks of another group. The investigator is likely to explain 
the superiority of one or the other class by pointing to the differ- 
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ence in kind. The success of that group may just as likely be due 
to the fact that different companies were included. 

5. Not only are the methods used in selecting purchase and 
sale years frequently unsatisfactory. The methods used in pick- 
ing a quotation date within the year chosen are often unscientific. 

6. The periods selected are often tou short. The longer the 
period over which a study can be extended, the better, provided 
the results can be broken up so as to separate out shorter periods 
when desired. 

7. No provision is made in the usual study for a change of 
mind on the part of the investor. He is assumed to buy a particu- 
lar list, and then stick to it through thick and thin to the end of 
the period. It is more logical to assume that an investor, even a 
hypothetical “average” investor, would redistribute his funds at 
periodic intervals. 

In order to avoid these disadvantages as much as may be 
this present study pursues a somewhat different method. The 
general problem is that of determining which is the better form 
of investment, common stock or preferred stock; but the prob- 
lem must necessarily be stated in a more exact form. 

Accordingly an answer is sought to the question: “For the 
thirty-nine-year period 1886-1925, from May 1 of one year to 
May 1 of any year following, which would have been the more 
remunerative in dollars, an investment in‘'common stock or an 
investment in preferred stock, if the investment had been made 
in accordance with the following conditions?” 

a) The amount invested must be divided evenly between the 
stocks of all companies having both common and preferred stock 
listed on either the New York, Boston, Philadelphia, Baltimore, 
Chicago, Pittsburgh, or St. Louis stock exchanges, for which 
quotations can be found in the Commercial and Financial Chron- 
icle for the year when the investment was made and also for the 
succeeding year as of May 1, or within four or five days of 
May I. 

b) The amount must be further subdivided evenly between 
the common stock and preferred stock of each company. 

c) The stock must be held from the date of purchase, May 
1 of each year, until May 1 of the next year, and then be sold. 
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d) The sale price of each class must be increased by all re- 
ceipts on account of dividends, rights, etc.; then each total must 
be divided by the purchase price one year before, multiplied by 
one hundred, and the two relatives, one for the common stock 
and the other for the preferred stock, compared. 

e) No account must be taken of brokerage or other buying 
and selling expenses. 

f) The impossibility of this procedure for an individual in- 
vestor must be disregarded, because investing an equal amount 
in each security would involve buying a different fractional part 
of each one.* 


II. ANALYSIS OF ASSUMPTIONS AND METHODS 


It may be objected that the foregoing is a highly restricted 
problem involving many assumptions, some of them quite for- 
eign to the behavior of an investor. The problem had to be re- 
stricted, however, because answers to general questions can be 
obtained only through study of answers to particular ones. The 
assumptions are somewhat artificial; but they are less artificial 
for the investment market in general than for the individual in- 


vestor, and, as has been suggested, it is the general problem with 
which we are here concerned. 

It seems expedient, however, to examine these assumptions 
in some detail as well as certain methods used in connection with 


them. 

1. Only listed securities included.—There are two reasons 
for limiting the study to listed securities. First, daily quotations 
for listed securities are available for many years past in the Com- 
mercial and Financial Chronicle, and their accuracy may be re- 
lied upon. Quotations for unlisted securities are much less 
readily available. Second, it seems probable that market forces 
operate much less perfectly in the case of unlisted than in the 
case of listed securities, because unlisted issues are usually 
smaller and receive less publicity. 

“For example, if $100 is to be put into each of three securities while the 
first is selling at $100 per share, the second at $150, and the third at $200, the 


method would involve buying an entire share of the first, two-thirds of a share 
of the second, and one-half of a share of the third. 
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It is difficult to estimate how the results would have been af- 
fected if companies had been included whose securities were not 
listed. Since the large companies are more likely to have their 
securities listed than are small companies, the method of using 
only listed securities leads to the inclusion of a disproportionate 
percentage of large companies. Results, therefore, will not neces- 
sarily be the same as they would have been if unlisted securities 
had been included. It is generally thought that an investment in 
a small company is more likely to be extremely profitable or un- 
profitable than one in a large company. So far as is known, how- 
ever, an investment in a diversified list of small companies is no 
more or less profitable than a like investment in a diversified list 
of large companies.° 

2. Only companies having both classes of stock included.— 
The study has been confined to companies having both classes of 
stock listed because it was desired to have the securities as nearly 
alike as possible in every respect except one, difference in prior- 
ity. If the common stocks of companies having no preferred 
stock should be compared with the preferred stock of companies 
having preferred stock, any differences found might be due to the 
fact that one group was made up of common stocks and the other 
of preferred stocks; but on the other hand, they might be due to 
the fact that different companies were involved. 

3. Companies not included unless quotations available two 
years in succession.—It is recognized that the refusal to include 
the companies appearing only one year, as well as the refusal to 
include for.the year in which they disappeared, the companies 
appearing for more than one year and then dropping out, consti- 
tute assumptions of a highly artificial nature. It may be argued 
that this means taking advantage of information which would 
not be available to the investor, since he must look toward the 
future. If he were trying to follow the method of this paper he 
would have to include all appropriate companies appearing at the 
beginning of the year, and his gain or loss would depend, not 
only upon the security prices of those companies for which quo- 

*It might be added that since the stock of small companies is usually held 


more closely than that of large companies, results based upon the latter are likely 
to be of more general interest. 
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tations were available at the end of the year, but also upon the 
price at which securities no longer quoted could be sold. 

The main reason for refusing to include these cases is, of 
course, the inability to determine a price at which to close them 
out at the end of the year. Each individual case might have been 
followed up in the investor’s manuals and the news items of the 
Chronicle, and approximate quotations sometimes obtained in 
this way; but even then an immense amount of work would not 
have yielded satisfactory results in many cases. 

As a matter of fact, the exclusion of these cases presumably 
makes no great difference for purposes of this paper. Companies 
are dropped for a variety of reasons, some being of a nature 
more favorable to the common stockholders and others being of 
a nature more favorable to the preferred stockholders. Statisti- 
cally speaking, these may be relied upon to balance each other, in 
the main. Even in those cases where in popular estimation one 
class of stockholders suffers more than the other, the significance 
is not great for present purposes. For example, a company might 
drop out because of bankruptcy and reorganization. It is com- 
monly assumed that such an event brings greater loss to the com- 
mon than to the preferred stockholders, but examination of a 
considerable number of cases leads to the conclusion that results 
are not likely to be greatly different. The preferred stockholder 
is likely to be called upon for just as heavy an assessment as the 
common stockholder. Then, too, reorganizations are usually dis- 
counted in the market price of the securities several months be- 
fore the actual event takes place, so that the purchase or sale 
price at the beginning of the period anticipates the expected re- 
sult. Other companies cease to be quoted because of lack of 
interest in their securities. Many of these are absorbed by in- 
vestors and stored away in safe-deposit boxes. Such a process 
takes place quite gradually, so that the purchase price at the be- 
ginning of a year would again reflect practically everything of 
significance in the present study. Finally, the importance of the 
point is further minimized by the fact that only a small number 
of cases were dropped in any one year in comparison with the 
number carried on. 
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4. Quotations from several exchanges used.—Securities list- 
ed on a number of exchanges were included in order to secure as 
many cases as possible. No reason is apparent why the utiliza- 
tion of securities listed on different exchanges should affect the 
results one way or the other. It may be remarked in passing that 
far more cases were taken from the New York Exchange than 
from all others combined. 

5. All companies meeting conditions included.—In studies 
of this nature it is customary for the investigator to select a 
group of cases, avoiding as far as may be bias and disturbing 
elements, and hoping that the results of his study will hold true 
for the entire body of data. The results secured must often be 
distrusted because of the sampling method. Ordinarily a sam- 
ple should be selected at random, and in a study of this type it is 
particularly desirable that a large number of cases be included. 

Fortunately it has been possible in this study to take into 
consideration all those cases for which quotations were available 
during the 39-year period. Every corporation having both com- 
mon and preferred stock quoted on May 1 (or within a few days 
of May 1) in the Commercial and Financial Chronicle two years 
in succession, at any time during the period, has been included. 
In so far as this method does not take unlisted securities into 
question, it does not provide a random sample. But for securities 
listed upon the exchanges it is highly satisfactory. And, as has 
already been suggested, there seems no reason to doubt that 
these same conclusions would hold for unlisted securities. 

The number of cases varies, of course, from year to year, as 
new companies appear in the list and old ones are dropped. Al- 
together 465 different companies appear at one time or another 
in the study, the greatest number appearing any one year being 
160 in 1925.° This continual substitution of one company for an- 
other has been possible because each investment was assumed to 
be made for only one year. 

* The total number of separate companies having preferred issues listed on 
the New York Exchange in 1925 was 210. Of this number 157 were issues of 
industrial and miscellaneous companies. It is probable that a few of these com- 
panies did not have common stock listed, and for that reason did not appear in 


our study. The others were either inactive or quotations were not available for 
the previous year. 
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6. Thirty-nine-year period studied—For the results to be 
of the greatest possible value the study should begin at as early a 
date as possible and extend up to the present time. It was found 
that 1886 was the earliest practicable date.’ In 1886 only nine- 
teen companies had both common and preferred stocks listed on 
the New York Exchange, and generalization on the basis of a 
smaller number of companies (as would have been necessary in 
case the study had begun any earlier) would not have been justi- 
fied. By going back to 1886 the study was made to extend 
through a number of business cycles and through periods of fall- 
ing and rising prices. 

7. Unit period made one year.—A one-year period was tak- 
en as the unit, partly on grounds of convenience. The results 
secured for these periods are in themselves of interest and value. 
It is probably as important to know which class of securities is 
the better investment for short as for long periods, and a consid- 
erable portion of the discussion will be devoted to these short-run 
results.* Since the method used is that of link relatives, it be- 
comes possible, moreover, to combine these results for any term 
of years desired; and the results secured in this way also form 
a highly important part of the study. 

The implications of this method, when we come to combine 
yearly periods, are highly important and must be carefully noted. 
The method assumes a redistribution of the entire amount invest- 
ed, each year, among all the securities then quoted which meet 
the conditions. If the return for two years be averaged, either 
arithmetically or geometrically, the result does not correspond 
to the return secured if the list bought at the beginning of the 
first year had been held through the two-year period. As has 
been suggested upon an earlier page, however, it seems reason- 
able to assume that the investor would wish to redistribute his 
funds at least once a year among the securities then available; 

* Quotations for only four companies having both common and preferred 
could be found in 1876, ten years earlier. 


* Even shorter periods—months, for example—might be highly useful for 
certain purposes. The statistical labor would be greatly increased, however, and 
so far as the main purpose of the study is concerned, it is unlikely that such re- 
sults would be of a great deal more use. 
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and when an attempt is made to generalize for the “average”’ in- 
vestor, whose behavior would correspond to the market as a 
whole, it is even more desirable to proceed upon this basis. 

8. How the quotations were taken.—In deciding upon a 
method for selecting the quotations to be used each year a num- 
ber of plans were considered, the main ones of which are the fol- 
lowing: 

a) A median quotation, such that half the sales made during 
the year would have exceeded, and half fallen below the quota- 
tion. This would have been an actual quotation; but, in addition 
to other objections indicated below, it would probably have rep- 
resented a sale made on a different date for each security, and 
the process of finding this quotation would have been extremely 
laborious. 

b) The mode—that quotation at which most sales took 
place during the year. In addition to other objections noted be- 
low, the labor involved in finding this quotation for each security 
each year would have been tremendous. 

c) Mean of year’s high quotation and low quotation. 

d) Arithmetic mean of twelve monthly quotations, that for 
each month being the closing price, opening price, or mean of 
high or low prices for a particular day. 

e) Like (d) except that the quotation for each month would 
be the mean of that month’s high and low prices. 

f) Arithmetic mean of high price and low price for some 
particular month. 

There are very serious disadvantages in using any of the 
methods thus far mentioned. Since none of these methods pro- 
vides that the quotation shall be taken on the same date of each 
year, it might happen that the quotation selected for one year 
would represent a sale made near the end of the year, while the 
one chosen for the next year would be for a sale taking place 
early in the year. The interval between these sales would be very 
short. If the quotation for the first year represented a sale early 
in the year, and the quotation for the second year represented a 
sale late in the year, the interval might be nearly two years. It is 
proposed in this study to find the percentage increase or de- 
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crease on the investment by taking the quotation for one year 
(however obtained), adding to it all receipts on account of divi- 
dends, rights, etc., since the previous year, and dividing this sum 
by the quotation for the previous year. If some of the relatives 
obtained in this way stand for changes taking place over a short 
time interval, while others indicate results occurring over a long- 
er interval, it is at least questionable whether they should be 
given equal weight in obtaining a geometric mean which is sup- 
posed to represent a generalized tendency. 

Another defect, conspicuous in the case of the mean of a 
monthly high price and low price, is due to the fact that if the 
high for the month happens to come just before a dividend is 
paid, this quotation is partly a reflection of the anticipated divi- 
dend. If, then, dividends are added to the mean, the resulting 
total contains at least a part of the dividend twice. 

g) It was finally decided to use the mean of the high and 
low price for same day, the day to be picked by a method to be 
described later. A closing or opening price for some one day 
would have served as well if the quotations had been as readily 
available. 

The use of this mean has the disadvantage that erratic and 
unusual market movements are likely to throw the quotation for 
any one date far away from normal. If a quotation does prove to 
be unrepresentative for the year, however, in the sense that the 
majority of sales during the year are higher or lower, thus giving 
a relative too high or too low when divided by the previous year’s 
quotation, this will be automatically corrected the next year 
when this quotation becomes the divisor and the two relatives 
are combined to form a geometric mean. To be sure, in the case 
of short periods the beginning and end of which come at different 
stages of the cycle, this might be an important factor. Manipu- 
lation and temporary market forces affecting the price are prac- 
tically always present, but may safely be disregarded, as such 
forces offset one another in the long run. 

Some of the advantages of the method chosen are: (1) it 
gives a date which is definite and ascertainable; (2) the interval 
between quotations will represent exactly one year; (3) this will 
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permit exact computation of receipts since the previous quota- 
tion on account of dividends, rights, etc.; (4) if stocks are sub- 
ject to seasonal influences, the selection of the same time every 
year should avoid the influence of the season;*® (5) quotations 
are given by the Commercial and Financial Chronicle as a high 
and low for each day. 

9. How a quotation day was selected.—The next step was to 
choose a particular day for which quotations were to be taken. 
As only one quotation was to be taken each year, and that of 
course for the same day and month, it would be a matter of in- 
difference what time of the year was selected so far as seasonal 
influences were concerned.”*° 

Yet it may very well be that one month is better than anoth- 
er because of other considerations. For example, it may be that 
more quotations are available for some months than for others. 
A count of quotations made by months over two five-year peri- 
ods, 1886-91, and 1909-14, failed to show any significant dif- 
ference in this respect, however. 

Or, it may be that the prices in certain months tend to be 
quite stable (that is, near their average or normal), while for 
other months they may vary widely, being considerably above 
their normal in one year and considerably below it in another. If 
a curve of trend be fitted to stock prices for a number of years it 
may be found that January, for example, is more often found 
near this curve than any other month. Since the method of this 
study is that of measuring the change in price from one year to 
the next, it is desirable to find for the quotation date that month 
in which the change from one year to another will come nearest 
to being the “normal” rate of change, due to secular trend. 

In order to find the month which from this point of view 

*This may not be of great importance, however, as Persons, in his study 
preparatory to the development of the Harvard Service, could find no evidence 
of seasonal tendency in stock prices. See Review of Economic Statistics for 
April, 1919. 

Tf in some case it should be desirable to compare a quotation taken in 
one month of one year with that of a different month in another year, this may 


be done safely if Persons is correct in his statement that there is no evidence of 
a seasonal variation in the prices of stocks. 
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would be most desirable, a test was worked out. As a basis for 
the test, the tables by Persons in the Review of Economic Sta- 
tistics for April, 1919, giving separately the average prices of 
twelve industrial common stocks, by months, from January, 
1897, to December, 1914, inclusive, and of twenty railroad com- 
mon stocks by months from January, 1897, to April, 1919, were 
used. The experiment was carried out in the following manner: 
In the case of the industrial stocks, for example, the quotation 
for January, 1897, was subtracted from that of January, 1914, 
and the difference divided by seventeen in order to find the year- 
ly increase. Then the difference between each January figure 
and the succeeding January figure was obtained (between Janu- 
ary, 1897, and January, 1898, etc.) and these differences were 
corrected by making allowance for the growth element.” After 
the corrected differences for January had been found, the mean 
and standard deviations of these differences were computed, the 
latter because it gives the exceptional case greater weight than 
the former. The same procedure was carried through for each 
of the other months. 

Taking 1897 as the origin and 1914 as the end, the results 
given in columns 1 and 2 of Table I were obtained for railroads. 
Taking 1897 as the origin and 1914 as the end, the results given 
in columns 3 and 4 were obtained for industrials. Taking 1900 
as the origin and 1911 as the end, the results given in columns 5 
and 6 were obtained for industrials. 

The experiment was not carried into the war period because 
after 1914 conditions in the stock market were not normal. The 
separate experiment for industrials was carried through on ac- 
count of the fact that in this study the number of cases of in- 
dustrials did not become large enough to be significant until 
about 1900. 

For the three sets of cases taken, May had the smallest 
standard deviation every time, and the smallest mean deviation 

"For example, if the figure for January, 1897, were 50, and for 1914, 84, 
the yearly growth would be 2. Then if the difference between January of one 
year and the succeeding year were +4, this growth figure of 2 would be sub- 


tracted and the net result, 2, entered. If in place of +4 the difference had been 
—4, the two would have been added, giving 6. 
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two times out of three. April was next to May, with the second 
smallest standard deviation twice, the third-smallest once, and 
the second-smallest mean deviation once, and the third-smallest 
once. These results seemed to indicate that, on the whole, May 
would be the most desirable month to use, with April, second. 
May 1 was accordingly selected as the quotation date. 


TABLE I 


MEAN AND STANDARD DEVIATIONS OF AVERAGE MONTHLY QUOTATIONS 
FROM LINE OF TREND* (CLASSIFIED BY MONTHS) 
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*T his line of trend is a straight line connecting first and last quotations for the respective months. 


t Numbers in parenthesis refer to rank. 


10. Companies were given equal weight in averaging —The 
investment was assumed to be divided evenly among all compa- 
nies having both common and preferred stock because that 
seemed a logical system of weighting to use in a study seeking a 
generalized result. If it had been assumed that one share of each 
security was purchased, the higher-priced securities would have 
been given a greater weight than the lower-priced ones; a stock 
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having a low par value would have received less weight than if 
its par value had been greater. By giving all securities equal 
weight it is assumed that, at the moment of investment, one se- 
curity is no better investment at the price at which it is selling 
than any other at the price at which it is selling. Still other as- 
sumptions are possible as to the weight which should be given 
each security, but from the point of view of convenience and 
generality of result the method used seemed satisfactory. 

11. All receipts were added to sale price when computing 
gain or loss.—All receipts were added to a given year’s price be- 
fore dividing by the quotation of a year before, in order to find 
a percentage figure which would accurately represent the total 
return to the investor as a relative of the previous year’s cost 
price. From this relative the percentage loss or gain can be 
found simply by subtracting too. 

12. Working rules for the experiment.—Quotations were 
taken for May 1, or as near that date as possible. The arithmetic 
mean of the day’s high and low was then computed. It was as- 
sumed that stock dividends were kept until the May following 
their receipt, and then sold with the other stock. Rights were 
exercised and the stock sold the next May 1. In reorganization 
cases the assessment was paid and this amount subtracted from 
receipts at time of sale. 

In a number of cases it was found that the same corporation 
had more than one class of preferred stock listed. For example, 
there might be quotations for common stock, first preferred 
stock, and second preferred stock. In such cases quotations for 
all these classes were recorded, and relatives computed. Where 
this occurred relatives for both types of preferred stock were 
used in making up the average, and the common stock relative 
was used twice for that year in order to offset the additional pre- 
ferred stock. Averages by years were also computed leaving out 
these junior preferred stocks and including only one, the prior 
or first preferred stock, for each company. These results were 
found to vary only slightly from the results obtained by includ- 
ing all cases. In final computations the more inclusive list was 
used. 


310 THE JOURNAL OF BUSINESS 


If space permitted, the tables of relatives for the individual 
companies might be presented; but since there are more than 
four hundred of these, that is impracticable. The next best thing 
would be to give the yearly relatives for each company, but even 
these would cover many pages. We can, however, by the use of 
averages, present the results in a form which for the purposes of 
this study will be quite satisfactory. 

Before averaging, the relatives were divided into three 
groups according to the nature of the business in which the com- 
panies were engaged. The classes were railroad stocks, indus- 
trial stocks, and public utility stocks. Common stocks and pre- 
ferred stocks were of course kept separately. These relatives 
might have been combined by the use of either a geometric or an 
arithmetic mean, but it was decided to use the latter. One group, 
the public utility stocks, was combined by the use of a geometric 
mean also, but results agreed very closely with those obtained 
by using an arithmetic mean. 

The reason for deciding upon an arithmetic mean rather 
than the geometric is the fact that the former indicates the ratio 
of the total return to the total purchase price for the entire group 
of investments, while the geometric mean simply approximates 
the most typical relative. Presumably the investor is more con- 
cerned with the total return. The arithmetic mean allows an ex- 
treme gain to compensate for several losses, a matter which is of 
significance to the investor and is an important reason inducing 
him to buy common stocks rather than other securities. 

The use of yearly relatives implies the investment of an 
equal amount in each corporation’s securities each year. It may 
be objected that the tendency is for the investor to increase his 
investment in the securities which have been profitable in the 
past and to decrease his investment in the ones which have been 
less profitable. This is true not only of investors in particular 
cases, but also of the market as a whole, because a reduction in 
the price of the security means that the market can carry the en- 
tire amount outstanding for a smaller amount than formerly. 
This study, however, seeks a generalized result, assuming an in- 
vestment one year and a sale the next, so the choice of securities 
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should not be influenced by what has happened in the past. At 
a present market price the securities of one corporation are as 
good an investment as those of any other corporation in the view 
of the market as a whole. The hypothetical average investor is 
no more drawn to one corporation’s stock than to another’s, at 
a given time and a given price (the market price). It is obvious 
that at any current price for a given security, opinion must be 
equally divided as to whether it is going up or down. Our posi- 
tion might be thought of as similar to that of an investment 
trust which refuses to take a position as to the merits of different 
securities, but relies entirely upon the present judgment of the 
market as expressed in the market price. Such a trust would di- 
vide its funds equally among all listed securities. 

It might be argued that relatives ought to be weighted in pro- 
portion to the number of shares listed on the exchanges, or in 
proportion to the capitalization of the corporation. For certain 
purposes these methods of weighting would be valid, but this 
present study is being made from a slightly different point of 
view. 


III. FINDINGS FOR ONE-YEAR INVESTMENT PERIODS 


The means of the relatives, which express the ratio of total 
returns to purchase price one year earlier for each stock, are 
given in Tables II, III, and IV for each of the three classes of 
securities, railroad stocks, industrial stocks, and public utility 
stocks. 

Plotting these results will enable one to determine whether 
the different classes tend to move at the same time and in the 
same direction. For the common stock classes they have been 
plotted on Chart I, and for the preferred stock classes on 
Chart IT. 

As will be noted, the lines representing different industries 
move together to a surprising extent. In only a few instances do 
they move in opposite directions at a given time, and even then 
the extent of the divergent movement is not as great as might be 
expected. 

It is fairly safe then, to throw all the common stocks into one 
group and all the preferred stocks into another in order to obtain 
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a generalized table of common stocks versus preferred stocks 
from which to plot a final chart. In making this table each of the 
classes, railroad stocks, industrial stocks, and public utility 


TABLE II 


COMPARISON OF RETURN ON COMMON AND PREFERRED 
RAILROAD STOCKS 
(AVERAGE RELATIVE OF ToTAL RETURNS, INCLUDING RECEIPTS 
FROM SALE OF STOCK, TO PURCHASE PRICE 
ONE YEAR PRECEDING) 
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stocks, could be given equai weight by simply combining the 
three average relatives. It has been thought more appropriate, 
however, since common stocks are being compared with pre- 
ferred stocks for the market in general, to give each class a 


TABLE III 


COMPARISON OF RETURN ON COMMON AND PREFERRED 
INDUSTRIAL STOCKS 
(AVERAGE RELATIVE OF ToTAL RETURNS, INCLUDING RECEIPTS 
FROM SALE OF STOCK, TO PURCHASE PRICE 
ONE YEAR PRECEDING) 














ARITHMETIC MEAN OF RELATIVES 
= — ee NUMBER OF 
sia aiaalacaees Common Preferred Cases 
Stocks Stocks 
Pe ae 96.1 153.6 I 
ee sa 160.1 112.7 I 
1889... srulestas tered 63.4 106.7 I 
Pe scs: cin cies ace 122.2 223.2 3 
1893... Cac Gare 110.4 104.1 4 
OS ae eer 85.1 88.5 6 
ee i IOI.3 109.1 5 
5000. ...... ere 84.4 100.8 8 
| eee niin 81.7 95.6 7 
1898.... ee 133.3 117.1 8 
Meso simdaesns s 234.5 172.2 16 
I ese ns ; 75.6 04.7 23 
Seren ts 123.3 109.6 23 
ene 115.3 113.0 26 
a SRC 93-5 98.5 31 
1904..... rire 70.7 gI.I 34 
Seb narnia ee 186.6 141.3 35 
|| IRR reece 131.3 109.3 48 
DR iS urs iote srasnere's j 8g. 2 95.6 5° 
WE snc rate op ocacnx oa 81.8 92.1 53 
I tiga ga ca ine ake 154.4 131.3 53 
I a a casing pica aoe 103.5 101.8 55 
Ee ee i 100.1 106.5 55 
Searles 116.9 106. 2 54 
Bia 335654 ae aces 89.4 07.4 57 
1914 pains gee ones 104.3 104.1 7° 
Se pacieae ate III.5 96.6 69 
PE aisceccdases we 176.4 140.7 78 
ee 113.3 100.1 67 
Rg Sas sci et : 93.6 94.6 73 
Rear eon 150.5 126.6 68 
ER aie aria c cco 117.4 IOI.4 58 
I ociies Da cinrece 85.8 96.3 86 
EE ania nea wales x ots 121.3 115.5 93 
hag cas tat 104.1 104.4 96 
bs: is 2 en cinan as 87.6 97.° 04 
RRP EN Ie area 142.1 126.0 102 
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weight in accordance with the number of cases actually appearing 
in the given year. This is accomplished by simply adding the 
relatives for every security quoted in a given year, and finding 
an arithmetic mean. The results of this final step are shown in 
Table V and Chart ITI. 



















TABLE IV 


COMPARISON OF RETURN ON COMMON AND PREFERRED 
Pusuic Utitity Stocks 
(AVERAGE RELATIVE OF TOTAL RETURNS, INCLUDING RECEIPTS FROM SALE 
or STocK, TO PURCHASE PRICE ONE YEAR PRECEDING) 

















ARITHMETIC MEAN OF GerometTRIC MEAN OF 
RELATIVES RELATIVES m 
YEAR OF SALE N ped aad 

Common Preferred Common Preferred 

Stocks Stocks Stocks Stocks 
Ask chase 137.7 118.8 137.7 118.8 I 
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re ‘eg 122.5 112.1 121.2 III.9 3 
1902.. Lod nate 124.8 112.6 124.7 112.6 2 
RE oy acai-a as aaa 54.3 76.6 50.2 74.5 3 
Rad ceca ee exis ats 80.6 95.2 77.0 94.8 5 
RN Saran on wel 185.4 527.97 154.5 124.0 6 
ee were 114.1 101.8 III.7 99.3 13 
O07... <<. err 88.0 92.2 84.4 Q1.4 16 
ee 74.3 86.4 91.3 83.5 17 
ar ere 154.2 135.3 149.2 133.1 17 
ae Swen ena 103.2 100.7 98.3 99.0 18 
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re Gata 149.1 115.5 137.8 114.6 20 
ee eee Pre 98.3 100. 5 95-9 98.5 23 
Sih ravarsbecnwes 152.2 121.5 145.7 120.1 26 




















Comparison of lines showing ratio of receipts to expendi- 
tures.—As has been said, the three classes of securities, railroad 
stocks, industrial stocks, and utility stocks, move together. Since 
few cases of industrial stocks or utility stocks were available for 
the early years, it is not possible to make comparisons for those 
years; but since 1892 for industrials, and since 1904 for utilities, 
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when the number of cases became great enough to justify inclu- 
sion in the chart, the similarity of movement has been striking. 

Usually the three classes turned upward or downward at the 
same time. There were, however, a few exceptions. On the chart 


CHART I 
COMPARISON OF RETURN ON RAILROAD, INDUSTRIAL, AND PusLic UtiLity Com- 
MON STOCKS, BY YEARS, 1886-1925 
(AVERAGE RELATIVE OF ToTAL RETURNS, INCLUDING RECEIPTS FROM SALE OF 
Stock, TO PURCHASE PricE ONE YEAR PRECEDING) 
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of common stocks, railroad stocks turned upward in 1896 and 
industrial stocks did not follow until a year later. In 1907 rail- 
road stocks turned upward and were followed a year later by the 
other two classes. In 1910 the same thing occurred. In 1915 
utility stocks turned downward a year ahead of the other two. 
In 1920 railroad stocks and utility stocks both turned upward a 
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year ahead of the industrial stocks. In 1922 railroad stocks and 
industrial stocks turned downward, to be followed a year later 
by utility stocks. In 1923 railroad stocks turned upward a year 
ahead of industrial stocks and utility stocks. On the chart of pre- 
ferred stocks the railroad stocks turned downward in 1901 a 
year earlier than the industrial stocks; in 1914 railroad stocks 
were a year later in turning upward than the other classes; in 

























CHART II 
CoMPARISON OF RETURN ON RAILROAD, INDUSTRIAL, AND Pus ic UTILITY PRE- 
FERRED STOCKS, BY YEARS, 1886-1925 


(AVERAGE RELATIVE OF ToTAL RETURNS, INCLUDING RECEIPTS FROM SALE OF 
Stock, TO PURCHASE PricE ONE YEAR PRECEDING) 
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1920 railroad stocks and utility stocks turned upward, to be fol- 
lowed a year later by industrial stocks, and in 1923 railroad 
stocks turned upward a year ahead of the other two classes. 
These exceptions seem to follow no definite rule and are com- 
paratively few in number. In practically every other year all 
three classes turned together. 

It will be remembered that each point on the chart repre- 
sents a percentage of the previous year’s price, so that a con- 
tinual shifting back and forth must be expected. If it were not 
for secular trend and the inclusion of dividends, etc., this shift- 
ing back and forth would take place around the 100 per cent line; 
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but in these cases, if a line should be fitted to the points by some 
method (for example, so that the sum of the distances, or the 
sum of the squares of the distances, from the points to the line 
should be the least possible), this fitted line would lie somewhere 
above the 100 per cent line. 


TABLE V 


COMPARISON OF RETURN ON COMMON AND PREFERRED STOCKS; 
Att CLassEs COMBINED 
(AVERAGE RELATIVE OF TOTAL RETURNS, INCLUDING RECEIPTS FROM SALE 
oF STOCK, TO PURCHASE PRICE ONE YEAR PRECEDING) 

















ARITHMETIC MEAN OF ARITHMETIC MEAN OF 
TOTAL RELATIVES TOTAL RELATIVES 
Yea N — Year N — 
Cases Common | Preferred CASES Common | Preferred 
Stocks Stocks Stocks Stocks 
 RPRAPER Ps ry 30 164.1 140.3 1907 IIo 85.8 92.0 
are 32 81.1 89.4 1908 114 81.3 88.7 
a 33 102.0 134.2 1909 III 161.7 138.1 
ee 32° 118.9 117.6 1910 110 100.0 100. 2 
Se 29 92.9 95-9 IgII 109 99.6 103.8 
OS ee 39 118.5 115.1 IgI2 97 III.2 106.2 
Ss ise 3 36 86.9 92.8 1913 103 86.7 93-7 
| ae 34 79.9 85.6 1914 114 97.1 98.2 
1895... .. 30 104.6 106.5 IQI5 110 108.8 96.1 
Ss ahs s< 31 88.1 103.5 1916 121 153.9 127.4 
| Ee 34 103.8 93.8 1917 106 108.9 98.8 
Ss as cena 37 140.7 130.3 1918 112 85.9 90.3 
SNE «5. icacen: 64 178.5 159.0 1919 107 139.1 119.6 
ee 74 105.8 104.6 1920 94 107.8 97.1 
ee 74 178.3 133.8 1921 124 Q1.2 97-4 
1902.. ; 79 129.7 115.9 1922 135 128.8 122.3 
5903... : 84 90.4 04.5 1923 150 106.9 104.2 
ee 88 73.9 88.7 1924 150 94.9 101.6 
eee 86 165.5 133.9 1925 161 149.4 27.2 
MeRicse.c Oe 121.9 107.5 


























The reader will wonder, perhaps, at the magnetic force of 
the 100 per cent line. In no case does the line of prices remain 
either above or below it for more than a year or two at a time. 
This is quite different from the behavior of lines on the usual 
chart of stock prices. The explanation is to be found in the fact 
that a shifting base is used, whereas in most charts of stock 
prices a fixed base is used.” 

“To show the difference, consider the following case. An index figure, 
built upon a fixed base, runs as follows for a five-year period; 100, 150, 200, 150, 


150. When reconstructed in the form used on our chart, with the base each year 
being the previous year’s figure, we get the following relatives: 100, 150, 133, 
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As might be expected, the common stocks of each class swing 
far more widely than the preferred stocks for the same class. 
This becomes more apparent when all classes are combined and 
common stocks and preferred stocks shown as separate lines on 
the same chart, Chart ITI. 

CHART III 
COMPARISON OF RETURN ON COMMON AND PREFERRED STOCK, BY YEARS, 1886- 
1925; Att CLAssEs COMBINED 


(AVERAGE RELATIVE OF ToTaAL RETURNS, INCLUDING RECEIPTS FROM SALE OF 
Srock, TO PuRCHASE Price ONE YEAR PRECEDING) 
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In both Charts I and II the line representing industrial 
stocks has, with few exceptions, the widest fluctuations, and the 
line representing utility stocks, the least. The line for industrial 
common stocks makes at times extremely wide swings. In 1899 
it reaches a peak of 234 per cent from a low point of 81 per cent 
two years earlier. In 1905 it reaches 186 per cent from a low of 
70 per cent one year before. After that the swings are less vio- 


75, 100. It is now apparent that in order to maintain the same position on our 
chart the absolute figure must increase or decrease at the same rate as the year 
before, while in most charts it is only necessary that the same absolute amount 
be maintained. In our chart, maintaining the same absolute amount will bring 
us back to the 100 per cent line. 
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lent, although usually wider than for either utility stocks or rail- 
road stocks. 

Since 1920 both railroad stocks and utility stocks have 
swung more violently than industrial stocks. The upswing may 
be explained by the fall in general prices and the increases in 
rates allowed. The apparent reaction from 1922 to 1923 in the 
case of railroad stocks, and from 1923 to 1924 in the case of util- 
ity stocks, was not really a reaction so much as a pause—a fail- 
ure to keep up the same rate of increase as was maintained be- 
fore and after this time. It will be remembered that a fall to the 
100 per cent line merely indicates that the same absolute price 
level is being maintained. 

Comparison of average relatives, common stocks, and pre- 
ferred stocks. In considering Chart III, as in the case of Charts 
I and II, one must be careful not to confuse the direction of 
movement of lines in the chart with direction of movement of 
absolute prices.’* For purposes of comparison the important 
thing to observe is, not the direction in which the lines move, but 
the position of the points each year with reference to one an- 
other. There are twenty-one times when the point representing 
common stocks is above the point representing preferred stocks, 
and eighteen cases when the opposite is true, making a total of 

“In 1887, for example, an investment in common stocks at 1886 prices 
would have shown a return of 164 1/10 per cent of the purchase price—a profit 
of 641/10 per cent. An investment in preferred stocks would have shown a re- 
turn of 1403/10 per cent of the purchase price—a profit of 403/10 per cent. 
An investment made in 1887 and closed out in 1888 would have returned 81 1/10 
per cent (loss, 189/10 per cent) on common stocks, and 89 4/10 per cent (loss, 
10 6/10 per cent) on preferred stocks. An investment made in 1888 and closed 
out in 1889 would have returned 102 per cent (profit, 2 per cent) on common 
stocks, and 134 2/10 per cent (profit, 34 2/10 per cent) on preferred stocks. If 
the investment had been made in 1889 and closed out in 1890, the common stocks 
would have shown a return of 1189/10 per cent (profit, 18 9/10 per cent), and 
the preferred stocks a return of 117 6/10 per cent (profit, 176/10 per cent). It 
will be observed from the chart that the line for common stocks moves upward 
between 1889 and 1890, while the line for preferred stocks moves downward. 
They come out practically the same, however. The chart brings out the fact 
that the common stocks rose at a moderate rate, but maintained practically the 
same rate of increase between 1889 and 1890 as between 1888 and 1889, while 


the preferred stocks rose at a rapid rate between 1888 and 1889, and at a much 
slower rate between 1889 and 1890. 











320 THE JOURNAL OF BUSINESS 


thirty-nine cases in the 39-year period. A fairly even division 
might be expected, since common stocks fluctuate more widely 
than preferred stocks. 

It appears, then, that preferred stocks are a better invest- 
ment than common stocks about as often as the opposite is true, 
when purchase is made for one year only. But it also appears 
that when the line of common stocks swings above, it goes con- 
siderably farther above the line of preferred stocks than it goes 
below this line in the years when it swings below. That is to say, 
when the common stocks are better, their superiority is quite 
marked. When the preferred stocks are better, their superiority 
is much less in amount. The natural inference would be that if 
an investment had been made for a term of years, common 
stocks would have been the better—how much better can be 
seen if we average the results for different terms of years. It is 
plain, however, that the superiority of common stocks is gener- 
ally by no means great, and that there are numerous times when 
an investment in preferred stocks would have been better for 
multiple year periods. In the period before 1897 preferred 
stocks would have been the better in almost every case, regard- 
less of the length of period. 

Finally, the chart shows clearly that preferred stocks are 
more stable in price than common stocks, though perhaps not to 
the extent generally believed. 

In attempting to explain the movement of the two classes of 
stock there arises the question, “What, for the present pur- 
pose, is the significant difference between common and preferred 
stock?” One difference is in the right to participate in the man- 
agement through voting. Usually the common shareholders 
have the voting privilege and the preferred shareholders are 
not permitted to vote, but occasionally the contrary rule is fol- 
lowed and the preferred shareholders are the only ones allowed 
to vote. Sometimes both classes are permitted to vote. No at- 
tempt has been made to determine how many of the companies 
included in this study allow the preferred stockholder to vote, 
but the likelihood is that the great majority do not. It is ques- 
tionable whether this difference would in general have any effect 
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upon the tendency for the two classes to move together, or would 
affect the extent of their movement. 

Sometimes preferred stock is protected by the establishment 
of a sinking fund, or by provisions in the charter restricting divi- 
dend payments to common when earnings are low, or restricting 
the power of the corporation to incur debt which would consti- 
tute a lien upon the assets, prior to the claims of the preferred 
stockholder. These provisions vary widely, however, and occur 
infrequently, so it is unlikely that they have anything to do with 
the synchronous movement of the two classes. 

A third characteristic relates to the right which the preferred 
stockholder has to come ahead of the common stockholder in the 
event of liquidation. It would seem that this would tend to check 
the fall of preferred stocks in a period of decline, while the com- 
mon stock would be subject to no such check. The fact that it 
was impossible in this study to follow the companies through re- 
organization, except in those cases where they reappeared on the 
exchange with new preferred and common stock, makes it some- 
what difficult to say whether this tendency materially affected 
the result. 

The traditional view has been that if such companies were 
followed through reorganization, the preferred stockholder 
would do better than the common stockholder. Omitting these 
cases would, according to this view, cause the common stock to 
show to better advantage than if all cases were traced to their 
ultimate conclusion. If this factor were really important, it 
might have the effect of removing the slight advantage which 
common stocks seem to show over preferred stocks for most 
long-run periods. But as was said on an early page, it is doubt- 
ful whether it really would make much difference in the results 
to omit these cases. Where it was possible to trace companies 
through a reorganization, the preferred stockholders fared little 
better than the common stockholders; in fact, they often were 
obliged to pay just as heavy an assessment. 

Whatever the differences between common and preferred 
stock, they seem to be completely outweighed by the similarities. 
The results indicate that in times of depression the dividends 
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are discontinued on preferred stocks about as soon as on the 
common stocks, or at least that depression brings about as much 
anxiety and doubt to one class as to the other. When prosperity 
and large earnings are in sight, the restoration of dividends, or 
an increase in the dividend rate, seems to mean about as much 
to one group as to the other. This seems to hold true not only 
for the railroad and public utility groups, but also for the indus- 
trial group, although to a slightly less degree for the last-named 
one. To be sure, the common stocks have in every group a wider 
swing. They go higher at times and lower at times. But common 
stocks and preferred stocks move together; there is no tendency 
for one to rise when the other falls. These results seem emphati- 
cally to contradict any belief which may have existed that pre- 
ferred stocks move down when common stocks move up, and 
vice versa, or that certain classes such as public utility stocks 
tend to move in the opposite direction from others, such as in- 
dustrial stocks. 

It will be interesting to compare these conclusions with those 
of Chamberlain’ with respect to similarities of movement be- 
tween stocks and bonds. Chamberlain concludes that “(1) The 
movements are nearly coextensive in time; (2) but when not 
coextensive, the movement in bonds anticipates the movement 
in stocks. (3) In both cases price-depression is usually brief and 
acute, but price elevation is prolonged, and especially in the case 
of bonds, the change to the downward trend is very gradual. (4) 
The range of stock fluctuation is several times that of bonds.” 
Chamberlain goes on to say that the fact “that bond and stock 
prices are almost synchronous suggests that the same conditions 
are operative upon them both, and that these conditions are gen- 
eral in character.” 

Our results for common and preferred stocks agree with 
Chamberlain’s point number one for bonds and stocks. With 
respect to his points number two and three, the data are hardly 
in such a form as to permit a check. Analogous to his last con- 
clusion is the fact that the range of common stock fluctuation is 


“Lawrence Chamberlain. Principles of Bond Investment (New York: 
Henry Holt & Co., 1911), p. 477. 
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considerably wider than that of preferred stock. This last point 
is a highly important one to the investor who is incompetent to 
determine when to buy and sell or who may for any reason find 
it desirable to liquidate his holdings without waiting until con- 
ditions are favorable. 

In Chart III, as in Charts I and II, it appears that from 
about 1900 on the swings are becoming less violent; the lines 
move neither up as far nor down as far. It will be remembered 
that the proportion of industrial stocks has been steadily increas- 
ing in the composite, and it is generally supposed that industrial 
stocks swing more violently than other classes. In fact, Charts 
I and II show this to be true during part of the period at least. 
Reference to the same charts will show, however, that this tend- 
ency toward a diminishing swing appears in all three classes. 


JAMES Roy JACKSON 


Sant Louis UNIVERSITY 


[To be continued] 


POLITICAL ASPECTS OF INTERNATIONAL FINANCE 
II 


IV. TECHNIQUE OF GOVERNMENT PROMOTION OF LOANS 
TO FOREIGN GOVERNMENTS 


ET us suppose that government A is anxious that a loan be 
made to a foreign government B. It is necessary, first, 
that government B shall be willing to borrow. In the ab- 

sence of such willingness, government A may apply diplomatic 
pressure, or may even use force to induce government B to con- 
sent to borrow. Once willingness on the part of B to borrow ex- 
ists, or has been brought into existence, it may be necessary for 
government A to exert pressure either on government B or on the 
governments of other countries to make certain that if B bor- 
rows, it shall borrow, at least in part, from A. These phases of 
the problem are left for later analysis. In this section, the will- 
ingness of B to borrow from A is taken for granted, and attention 
is confined to the methods which may be used by government A 
to assure the grant of a loan to government B. The possible meth- 
ods, but disregarding those which are not known to have been 
actually employed, may be grouped as follows: (1) direct loans 
by government to government; (2) loans made by state or qua- 
si-state banks under orders from the government; (3) guarantee 
by the government of A of loans made by its bankers to gov- 
ernment B; and (4) inducements to, and pressure on, bankers 
to lend. 

If a government wishes to render financial aid to another 
government, or is anxious that the latter become debtor to itself 
or its nationals, the most obvious and the simplest way would 
seem to be to make the loan itself. But in modern times inter- 
governmental loans, except in war time, are rare; and such war- 
time loans between allies often partake more of the nature of 
subsidies than genuine loans and are rarely repaid in full. The 
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attitude toward obligations to a foreign government is never 
quite the same as that to private foreign creditors, and under 
ordinary circumstances the latter will generally be taken more 
seriously by the debtor than the former. This results, therefore, 
in a natural reluctance on the part of governments to grant loans 
to other governments which its investors can be induced to make 
on a more or less purely commercial basis. Intergovernment 
loans, moreover, especially in time of peace, usually carry with 
them serious political implications. A government may hesitate 
to make a direct loan to another government because of the fear, 
or the certainty, that the political implications of such a loan 
will arouse the hostility of other governments. A government 
may hesitate to accept the offer of a direct loan from another 
government because it may, and probably will, carry with it an 
implication that the debtor government is in process of losing 
some measure of its autonomy to the creditor government. A 
loan by a government, moreover, is usually necessarily a formal 
procedure, requiring legislative authorization, and therefore open 
parliamentary discussion; and few governments have ever gen- 
uinely welcomed parliamentary debate of their foreign policies. 
Because direct government loans ordinarily involve this unpleas- 
ant and often embarrassing necessity of having formally to de- 
fend the government’s policy before the popular assembly, they 
are poor instruments of diplomacy, such as we know it, and are 
rarely, if ever, resorted to if other means of securing the same re- 
sults are available. Most peace-time intergovernment loans have, 
in fact, been made to governments whose credit was at the time 
so bad that they either would not have been able to obtain pri- 
vate loans on a commercial basis on almost any terms or could 
have obtained them only on terms which to the borrowing coun- 
try would have seemed intolerably severe. 

A survey of the instances of direct intergovernmental loans 
which I have been able to discover will serve to show the pe- 
culiar political significance which usually attaches to them and 
the special circumstances under which they are made. Loans 
made by Napoleon, in some instances under very peculiar cir- 
cumstances, to Prussia, Naples, Spain, and the Duchy of War- 
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saw, even though made during those rare intervals when Na- 
poleon was at peace, may here be ignored as loans to allied or 
vassal states in connection with war-indemnity settlements or 
preparations for further war. When Greece, in 1829, after a 
long war, finally won its independence from Turkey, the powers 
who assumed the task of setting it on its feet as a sovereign state 
were called upon to lend the new government, without resources 
and with its territory devastated, the financial means with which 
to begin operations. Preparatory to-the conclusion of an agree- 
ment in 1832 between the powers to guarantee a Greek loan, 
France made advances of several million francs to Greece.’ In 
1876, while Serbia was at war with Turkey, the Russian govern- 
ment made a loan to the Serbian government of 2,350,000 francs 
at 6 per cent. This loan was made in the utmost secrecy, and 
was not known even by the Serbian legislature until 1887. It 
obviously partook more of the nature of a political subsidy by a 
friendly power than of a financial transaction, though it was 
eventually repaid.’ In 1897, the British government lent Egypt 
£800,000 at 2% per cent, to finance the.Kitchener expedition to 
the Sudan, after France and Russia, through legal action before 
the Egyptian Mixed Tribunals, had forced the Caisse de Dette, 
the international financial control in Egypt, to recall an advance 
for this purpose to the Egyptian government out of its reserve 
fund.* The British government later remitted the loan to Egypt.’ 
In 1898, when Crete was under the friendly joint occupation of 
Russia, England, France, and Italy, and its revenue system was 
being administered by the admirals of their fleets, these powers 
made a joint loan to Crete of 4 million francs at 3 per cent, amor- 
tizable in thirty-one years. This loan was finally liquidated in 
1902.° 

* Cf. Charles Lesage, Napoléon 1°" Créancier de la Prusse, pp. 221, 276. 

?G. Jéze, “La Garantie des Emprunts Publics d’Etat,” Recueil des Cours 
(Académie de Droit International, 1925), p. 187. 

* André Andréadés, “Les Contréles Financiers Internationaux,” Recueil des 
Cours (Académie de Droit International, 1924), II, 70. 

* De Freycinet, La Question d’Egypte, 383 ff. 

° Parliamentary Debates, Commons, 4th Series, LX (June 27, 1898), 250-86. 

* Francois Deville, Les Contréles Financiers Internationaux et la Souverai- 
neté de Etat (Paris, 1913), pp. 130 ff. 
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In 1898, China granted a concession to an American company 
to build the Canton-Hankow Railroad, with the condition at- 
tached that the company should retain its American character. 
The American rights were soon largely sold to Belgian interests, 
however. The Chinese government thereupon protested, and 
finally, in 1905, repurchased the concession with funds lent to it 
for the purpose by the Hong Kong government. The British 
government, operating through the Crown Colony of Hong Kong 
with a freedom from parliamentary control which it could not 
have had if the loan had been made from the funds of the im- 
perial treasury, obtained in return for the loan a pledge from the 
Chinese government that preference would be given to British 
capital and materials whenever the line should be built.’ The Czar 
Ferdinand of Bulgaria, hard pressed in his personal finances, 
late in 1911 approached the Russian diplomatic representative 
at Sofia for a personal loan of 3,000,000 francs, to be made by 
the Russian government under cover of a private Russian bank, 
as had apparently been done in connection with a Russian loan 
of 4,000,000 francs to pay the debts of the spendthrift Prince 
George of Serbia. The Russian representative advised his gov- 
ernment to make the loan, in the hope that the Bulgarian king, 
then supposed to be wavering in his political affiliations between 
Austria and Russia, would be influenced by the loan to decide in 
favor of Russia. After somewhat protracted negotiations the 
Russian government made the loan in July, 1912. During the 
period of reconstruction following the Great War, a number of 
governments granted credits to foreign countries, to be used for 
the payment of goods purchased in the lending countries. To 
these no special significance attaches.’ In 1923, the Swiss govern- 
ment made a direct loan of 20,000,000 crowns to the government 

*Ching-Chun Wang, “The Hankow-Szechuan Railway Loan,” American 
Journal of International Law, V (1911), 654. 

* Emile Laloy, Les Documents Secrets ... Publiés par les Bolcheviks (4th ed., 
Paris, 1920), p. 62. 

* France, Great Britain, the United States, and Canada granted such credits. 


As aftermaths of the war, and as devoid of political significance, they are not dis- 
cussed here. 
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of Austria, instead of guaranteeing, as did other countries, its 
quota of the loan issued by Austria under League of Nations 
auspices.’® Before that, a number of European governments had 
made advances and short-term loans to Austria in the attempt 
to rescue her from the state of economic disorganization into 
which she had fallen. On May 25, 1927, the Spanish govern- 
ment issued a decree granting a loan of 100,000,000 pesetas at 
6 per cent to the Argentine republic. Under the terms of the con- 
tract Argentine agreed to purchase two recently completed Span- 
ish destroyers and to give orders for two more war vessels to 
Spain.”* 

Direct government loans, if made by a single powerful coun- 
try to a weak country in peace time, would commonly be regard- 
ed as an important step toward the acquisition of political domi- 
nance by the former over the latter. Some instances may be 
cited here of negotiations for such loans which eventually failed 
for one reason or another, but which show with exceptional 
clearness the possible mode of use of the direct government loan 
as an instrument of territorial expansion. Three of these are 
instances where American diplomatic representatives saw oppor- 
tunities for acquiring for the United States portions of the ter- 
ritory of other countries who were in financial distress, by mak- 
ing loans to them from the United States treasury, secured by 
liens on their customs or on their territory, in the expectation 
and hope that default in repayment would result and that sov- 
ereignty over the pledged territory would thereby accrue to the 
United States. In 1825, Alexander H. Everett, American min- 
ister to Spain, proposed to President John Quincy Adams, after 
having first sounded the Spanish government on the project, 
that the United States offer to lend Spain a considerable sum of 
money, secured by a temporary cession of Cuba to the United 
States, complete sovereignty to vest in the United States if the 

* G. Jéze, op. cit., p. 197. 

™ New York Times, May 26, 1927. This was said to be the first loan made 
in Spain to a foreign country in one hundred years (ibid.). This was not the case, 
however; for Spanish bankers, either by themselves or in association with bank- 


ers of other countries, made several loans to Morocco from 1904 to 1912. It is 
not obvious that any special political significance attaches to this loan. 
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loan was not repaid within a stated interval.’? Nothing came of 
the project. In 1857, John Forsyth, American minister to Mex- 
ico, acting apparently without instructions, negotiated a treaty 
with Mexico providing for a loan of $15,000,000 from the Amer- 
ican treasury, to be secured, in part, by a lien on the Mexican 
customs revenues, in the expectation that Mexico would not be 
able to pay and that some of her territory would thereby become 
the possession of the United States.** Neither President Pierce 
nor President Buchanan, however, supported the treaty, and it 
was never submitted to the Senate for ratification. In 1861, 
Thomas Corwin, American minister to Mexico, with the approv- 
al of Secretary of State Seward, negotiated a treaty with Mexico 
whereby the United States would assume the burden of the inter- 
est service on the Mexican foreign debt for a period of five years, 
repayment to be made by Mexico within six years. The debt to 
the United States was to be secured by a lien on the public lands 
and mineral rights of four Mexican states, and absolute proper- 
ty in these lands was to be vested in the United States if Mexico 
should fail to make repayment by the appointed time. It was 


the expectation of Corwin that the treaty, if it came into effect, 
would result in the transfer of sovereignty over the pledged ter- 
ritory to the United States.** Mexico signed the treaty; but the 
United States Senate, mainly because of reluctance to arouse 
European opposition at a critical stage of the Civil War, refused 
to ratify it in spite of two messages from President Lincoln urg- 


* Everett’s letter to President Adams in which the project was broached 
seems to have been first made public in Scribners Monthly, XI (April, 1876), 
876-78. 

**“T regard a loan to Mexico as a species of floating mortgage upon the ter- 
ritory of a poor neighbor, useless to her, of great value to us, which in the end 
would be paid, could be paid with honor, and could only be paid by a peaceful 
foreclosure with her consent. In short, finding it impossible to acquire territory 
immediately, I did the next best thing, which was to pave the way for the acqui- 
sition hereafter.” (‘Forsyth to Cass, No. 29, April 14, 1857,” Mex. Desp. Vol. 
XX, cited by J. Fred Rippy, The United States and Mexico [New York, 1926], 
p. 213.) 

** “This would probably end in the cession of sovereignty to us. It would be 
certain to end thus if the money were not promptly paid as agreed on” (“Corwin 
to Seward, July 29, 1861,” 37th Cong., 2d Sess., House Ex. Doc., 100, p. 15). 
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ing ratification.’ In any case the treaty would not have become 
effective. It was to hold only if England and France should 
agree to withhold intervention in Mexico if the United States 
assumed the interest service of the Mexican debt; and both 
countries, in reply to the American proposal, declared that their 
claims against Mexico were not confined to those arising out of 
the suspension by the latter of interest payments on its funded 
debt.** 

In 1897, when Portugal approached England for assistance 
in floating a loan, Chamberlain stressed the obstacles in the way 
of a successful flotation of a bankers’ loan to Portugal, even if 
guaranteed by the British government, unless Portugal reached 
a settlement with its existing creditors. He offered, however, a 
direct loan by the British government on condition that Great 
Britain be given control of the port and railway of Lourenco 
Marquez and that Portugal pledge itself not to grant concessions 
in that area to any other government. A memorandum by Mr. 
Bertie, then under-secretary in the Foreign Office, to Mr. Cham- 
berlain, pointed out that if Great Britain should make a direct 
loan to Portugal on security of the Portuguese colonial revenues 
and “if the dynasty should fall and disorder ensue we might, on 
the plea of securing ourselves against the loss of our money, take 
any material guarantee that might suit us.”’” Later Germany 
proposed to Great Britain that the two powers make loans to 
Portugal, apparently direct government loans, to be secured by 
the customs revenues of Portuguese colonies apportioned ac- 
cording to an agreement between the two powers, “it being un- 
derstood on both sides that in selecting places where these rev- 
enues were collected, we should be establishing a footing which, 
in case of certain eventualities, would decide the destiny of the 
territories in question.”” Two conventions, one secret, conform- 
ing to this plan, were signed by Great Britain and Germany on 
August 31, 1898. It was clearly the German intention that Por- 
tugal should borrow in accordance with the plan of the conven- 


* Tbid., p. 49. 
* Ibid., pp. 22 and passim. 
* British Documents Relating to the World War, I, 46 ff. 
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tions and it was clearly the hope of Germany that Portugal would 
not be able to meet the requirements of the service of the debt 
and would thus find herself obliged to surrender her colonial 
territories to the two powers. Great Britain, however, preferred 
the maintenance of the status quo, if not to the acquisition of the 
Portuguese colonial empire in part or in whole by herself, at 
least to sharing it with Germany. She signed the conventions 
only reluctantly and under strong German pressure, and she 
hoped that Portugal would render the conventions inoperative by 
refraining from borrowing.** Nothing, in fact, came of the agree- 
ment, as Portugal managed in 1902, probably under British ad- 
vice, to make a compromise settlement with its foreign creditors. 

In 1922 Secretary Hughes urged the United States Senate 
to approve a direct government loan of $5,000,000 to Liberia, 
which would carry with it American control over the finances of 
the Republic. The extension of American control over the af- 
fairs of Liberia, to be furthered by liquidation of the Liberian 
indebtedness to British and French capitalists, was undoubted- 
ly the main objective of the proposed loan, although Secretary 
Hughes’s arguments in support of the grant of the loan were not 


all made public.’® The Senate, however, failed to ratify the loan 
agreement. 

Indicative also of the significance which may attach to di- 
rect government loans was the attempt of Great Britain and 
France in 1854 to persuade San Domingo to sign an agreement, 
obviously directed against the United States, whereby it would 
pledge itself, among other things, “never to contract a financial 


* Ibid., pp. 50 ff. 

* See Congressional Record, Vol. XLII (67th Cong., 2d Sess.), index volume 
under “Liberia”; and ibid., Vol. XLIII (67th Cong., 3d Sess.). Charges made in 
the Senate that a substantial proportion of the proceeds of the loan was to be 
paid to a few colored Republican politicians as reward for party services were de- 
nied and apparently satisfactorily disproved (ibid., November 24, 1922, pp. 
119 ff.). Charges were also made in the Senate that if the loan went through, 
bonds of the old debt would be repaid at par to American bankers who had ac- 
quired them at much below par (ibid., November 24, 1922, p. 119, and Novem- 
ber 27, 1922, p. 286), although the bankers connected with the flotation of the 
old debt had earlier denied that they had any interest in or claim against Liberia, 
except for combined holdings of less than $5,000 of the old bonds which they had 
owned for nearly ten years (ibid., September 14, 1922, p. 12,574). 
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engagement with any foreign state, . . . . or mortgage or hy- 
pothecate to it any branch of the revenues of the state of St. 
Domingo.””° 

Closely similar to direct loans by one government to another 
are loans to a foreign government by a state or quasi-state bank 
whose operations, especially in the international field, are under 
the rigid control of government officials. Such loans do not carry 
with them quite the degree of political significance which direct 
intergovernment loans do, and this is especially the case where 
such banks carry on a wide range of commercial activities and 
are not confined to acting merely as the financial agent of the 
state. Such loans also have the advantage over direct govern- 
ment loans that they do not require legislative approval and thus 
are not so much subject to popular scrutiny and debate. It is 
not easy, however, to identify all the banks which are direct 
agencies of governments, and even the more detailed accounts 
of international financial transactions do not always give a com- 
plete list of all the participating banks. The instances which fol- 
low of the participation of state banks in international transac- 
tions are probably to be regarded, therefore, as a random sample 
rather than as a comprehensive list. 

On March 28, 1876, Ismail Pasha, khedive of Egypt, his 
financial resources being exhausted, appealed to England and 
France to lend him the funds with which to meet the interest 
coupons on his external debt due April first. England refused; 
but the French government, fearing that an Egyptian default 
would lead to British intervention, induced the Crédit Foncier to 
send the necessary funds to London in time to pay the coupons.”* 
The Deutsch-Asiatische Bank was founded by the co-operation 
of a large number of German banks, including the Seehandlung 
or the Prussian State Bank. This bank was the instrument for 
German financial participation in loans and concessions in Chi- 
na. In 1896, in conjunction with the Hongkong-Shanghai Bank, 
a British bank, it underwrote its first loan to China, and the See- 

© J. Fred Rippy, op. cit., p. 198. 

* Etienne Velay, Les Rivalités Franco-Anglaises en Egypte (Nimes, 1904), 


p. 15. For relation of French government to Crédit Foncier, see this Journal, I, 
No. 2, 162. 
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handlung participated in the underwriting of the loan directly 
as well as indirectly as one of the owners of the Deutsch-Asia- 
tische Bank. In 1898, the German bankers engaged in the Bag- 
dad Railway project were reluctant to make further commit- 
ments, and, when pressed to do so by the German government, 
insisted that the Seehandlung participate in the underwriting of 
any further Bagdad Railway loans. The German chancellor 
urged the Seehandlung to meet the wishes of the bankers, and 
cited the Chinese loan as a precedent. He pointed out that in 
the case of the Chinese loan there had been no actual subscrip- 
tion by the Seehandlung and that the chief value of its participa- 
tion had been the resultant encouragement to German investors 
to subscribe to the loan. He urged a similar “moral” participa- 
tion in the Bagdad Railway loans. The Seehandlung was very 
unwilling to participate in any manner in transactions as specu- 
lative, and therefore as out of keeping with the normal opera- 
tions of a conservative state bank, as the Bagdad Railway loans. 
It tried to explain away the Chinese loan precedent as arising 
out of special circumstances not present in the Bagdad Railway 
project: (1) the Chinese loan was a direct loan to a govern- 
ment; (2) the joint participation of English and German bank- 
ers in the loan added to its security, and especially because of 
the English financial controls in China; (3) as one of the foun- 
ders of the Deutsch-Asiatische Bank the Seehandlung had a 
special obligation to further its credit-standing and to help it by 
participation in its loan to China; (4) the Seehandlung pledged 
its participation in the Chinese loan in order to use its authority 
to demand the greatest possible securities for the loan from 
China, and thus to serve the economic interests of Germany. It 
could not resist the pressure which was applied to it, however; 
and it finally, though still reluctantly and protestingly, partici- 
pated in the Bagdad Railway loans.** The Russian loans to 
Persia, which from 1900 on were a vital phase of the struggle 
for predominance in Persia of England and Russia, were made 


” Die Grosse Politik, XIV, Part II, 468 ff.; Helfferich, Georg Von Siemens, 
III, 118. 
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by the Russian State Bank or its subsidiaries.** The Russian 
State Bank participated also, in co-operation with a French 
bank, in floating the Bulgarian loan of 1902.** It is to be noted 
that neither Great Britain nor the United States have banking 
instrumentalities which can be readily used in this way in the 
furtherance of their foreign policy.” 

Another mode of direct participation of a government in the 
financing of another government is by the grant of a guaranty 
by the one to the holders of the securities of the other. Such 
guaranties may be jointly, or jointly and severally, granted by a 
group of countries, in which case they are generally a phase 
either of international assistance in establishing a sound finan- 
cial basis for a new government or one in distress, or of an inter- 
national liquidation of a bankrupt country’s finances in the in- 
terest of the holders of its pre-existent debt. When a single gov- 
ernment guarantees the debt of another country, it is generally 
a phase of peaceful penetration. When several countries partici- 
pate in such a guaranty, some of them may do so in order to 
restrain the others from acquiring an undue predominance in 
the affairs of the debtor country. By means of guaranties of 
another government’s loans, it is to be noted, a government may 
make political use of finance even though neither itself nor its 
people have surplus funds to lend abroad, for it is by no means 
necessary that the loan to government B guaranteed by govern- 

* Deville, op. cit., pp. 71 ff; Moustafa Khan Fateh, The Economic Position 
of Persia (London, 1926), pp. 66 ff. 

* Andréadés, op. cit., p. 83. Andréadés says that this was its first participa- 
tion in a foreign loan, but the Persian loan of 1900 was earlier. 


** In 1807 the Electoral March (Brandenburg?) asked the Banque de France, 
the French state bank, for a loan of 3,500,000 francs. The bank, in asking Napo- 
leon for instructions, pointed out to him the significance of such a transaction: 
“Une affaire de cette nature est absolument étrangére aux opérations de la 
Banque de France; et la proposition aurait été écartée sans retour, sans une con- 
sidération générale qui a peut-étre quelque importance. C’est un spectacle et un 
événement trés nouveau, et c’est le fruit des grandes actions de Sa Majesté Im- 
périale, de voir des peuples du Nord accorder a la France et 4 son commerce un 
genre de crédit et de consistance qui les détermine 4 recourir 4 la Banque. C’est 
une marche retrograde des opérations de cette nature, qui laisse apercevoir une 
conquéte d’une espéce nouvelle et une sorte de considération 4 laquelle ni les 
finances ni le commerce de la France n’étaient pas accoutumés” (Charles Lesage, 
op. cit., p. 235 N.). 
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ment A shall be floated in A or shall be subscribed to by the na- 
tionals of A. Russia in particular made somewhat free use of 
guaranties of the loans of foreign governments because neither 
the government nor the banks of the country had resources suf- 
ficient to enable the government to make extensive direct use of 
financial resources as an instrument of diplomacy. There fol- 
lows an account of such instances of government guaranties of 
the loans of other governments as I have been able to find. 
Greece, after winning its independence from Turkey in 1829 
after a long war, was in bad financial shape. In the Convention 
of May 7, 1832, the three protecting powers, France, Great Brit- 
ain, and Russia, undertook to guarantee a Greek loan. They 
retained for their representatives in Greece supervisory powers 
to see that proper provision was made for the service of the 
debt.” Each power granted only a several guaranty, applying 
to the service of its proportionate part of the loan, which 
amounted, in total, to approximately 60,000,000 francs. The 
powers did not set up any special machinery to insure proper 
service of the debt. Greece issued immediately two-thirds of the 
authorized amount of the debt, and for a time took care of the 
debt service from the proceeds of the loan itself. At the end of 
1835, the Greek government declared itself unable to meet a 
debt-service payment from its ordinary revenues, and the pow- 
ers took over the service of the debt themselves. This recurred 
again in 1839, and intermittently thereafter. In 1859, by agree- 
ment between the three guaranteeing powers and Greece, the 
annual debt-service was reduced, and Greece pledged itself to 
improve its financial administration and to make periodic reports 
of its financial condition to the representatives of the powers. 
By the Convention of January 5, 1864, the annual debt service 
was again drastically reduced, and the customs revenues were 
assigned to take care of it. The powers became the direct credi- 
tors of Greece, and took over its obligations to the bondholders. 
After 1864 the service of the debt was regularly met by Greece.” 
In 1855, during the Crimean War, France and Great Britain 
*T. E. Holland, The European Concert in the Eastern Question (Oxford, 
1855), pp. 36 ff., gives the text of the Convention. 
* Deville, op. cit., pp. 63 ff.; Jéze, op. cit., pp. 187 ff. 
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jointly and severally guaranteed interest on a Turkish 4 per cent 
loan of £5,000,000 sterling. Turkey paid its interest regularly 
until 1875. In that year, owing to internal troubles, the Turkish 
government declared a reduction of 50 per cent in the annual in- 
terest and annuity payments, and in 1876, during the Turco- 
Serbian War and the revolt of Montenegro, completely suspend- 
ed the service of the debt. In 1878, England occupied Cyprus, 
and notified the Turkish government that it would apply the 
tribute payable by Cyprus to Turkey to the service of the debt. 
In 1880, Turkey resumed its debt service by arrangement with 
its creditors; and until 1914 the guaranty on the debt of 1855 
ceased to be a burden to England and France.** Upon its en- 
trance into the Great War, Turkey suspended payment of inter- 
est coupons belonging to nationals of enemy countries, and at 
the close of the war suspended all debt payments.*® In 1914 
Great Britain abolished the tribute of Cyprus to Turkey, but 
four years later it assigned £82,000 annually from the revenues 
of Cyprus to pay interest on the Turkish debt of 1855. “Thus, 
the Cypriotes were made to defray the liabilities of the whole 
Turkish empire towards the bondholders and to meet what had 
been a joint guarantee of the two western Powers.”’° 

The Treaty of Paris, March 30, 1856, signed by a number 
of the European powers, instituted the Commission Européenne 
du Danube, with broad powers and with the function of render- 
ing and maintaining navigable the lower reaches of the Danube. 
It met with difficulty in financing its operations; and in 1868, 
Austria-Hungary, France, Great Britain, Italy, Prussia (for the 
North-German Confederation), and Turkey jointly and sever- 
ally guaranteed a loan of the Commission of 3,375,000 francs, 
at 4 per cent, and issued at 96. The service of this debt was 
made a first lien on the revenues received by the Commission 
from the navigation taxes levied by it on Danube River traffic.** 

In 1868, Tunis granted to France, Great Britain, and Italy 

* Deville, op. cit., pp. 69 ff.; Jéze, op. cit., pp. 207 fff. 

* Andréadés, op. cit., pp. §1 ff. 

* William Miller, The Ottoman Empire and Its Successors, 1801-1922 
(Cambridge, 1923), p. 468. 

* Deville, op. cit., 75 ff. 
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a joint international control over its debt. In 1881, France sent 
a military expedition to Tunis and established a French protec- 
torate. In order to free herself from the multi-national character 
of the financial control, France imposed on the Bey of Tunis in 
1883 a new treaty, in which France undertook to guarantee a 
new Tunis loan to liquidate the existing external debt; and the 
Bey agreed in future not to contract any loan without authori- 
zation of the French government. In 1884 the new loan, guar- 
anteed by France, was floated, and the old bonds were redeemed. 
With the extinction of the old debt, the international financial 
control expired.** 

In 1885, after the British occupation of Egypt, a conference 
of the powers at London, summoned to consider the financial 
situation of Egypt, agreed to authorize the issue of a new loan of 
£9,000,000 at 3% per cent by Egypt, to be guaranteed jointly 
by Austria, France, Germany, Great Britain, Italy, Russia, and 
Turkey. Great Britain did not want a joint guaranty, but the 
powers insisted upon it as a sign of their retention of some de- 
gree of authority in Egyptian matters.” 

China in 1895, following her defeat in her war with Japan, 
needed funds to meet the first instalment of the war indemnity. 
Russia exerted strong pressure on China to prevent her from 
borrowing in the open market, because then England would get 
the loan and, Russia feared, would thereby gain a dangerous 
hold over China. But Russia was itself a debtor country and 
had no funds of its own to lend. Russia therefore induced China 
to contract to borrow 400,000,000 francs from a Franco-Rus- 
sian consortium, the service of the debt to be secured by a first 
lien on China’s customs and to be fully guaranteed by the Rus- 
sian government.** M. Witte, the Russian foreign minister, ad- 
mitted that Russia hoped that China would fail to meet her debt 

* Louis Foucher, De l’Evolution du Protectorat de la France sur La Tunisie 


(Paris, 1897), pp. 261 ff. A fuller account of the Tunis episode will be given in a 
later section. 

* De Freycinet, La Question d’Egypte, p. 342. The relations of Egypt with 
its foreign creditors are dealt with in some detail in a later section. 


*H. B. Morse, The International Relations of the Chinese Empire (New 
York, 1918), IIT, 54. 
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payments punctually and would thus give Russia the right to 
interfere with the Chinese Customs.** But China fulfilled her 
obligations to her foreign creditors so scrupulously that during 
the Russo-Japanese War (1904-6) the Russian 4 per cent bonds 
fell to 67, while the Chinese 4 per cent, 1895 bonds, guaranteed 
by Russia, stayed in the neighborhood of par. 

In 1897, after its defeat in its war with Turkey, Greece was 
obliged to float a loan to pay its indemnity to Turkey. France 
and Great Britain succeeded in obtaining for Greece a joint 
guaranty of its loan by Austria, France, Germany, Great Britain, 
Italy, and Russia.** The loans made to Persia by a Russian 
state bank in 1900 and 1902, which substituted Russia for Great 
Britain as the principal creditor of Persia, were fully guaran- 
teed by the Russian government.*’ During and after the Great 
War, in 1916, 1918, and 1920, the French government guaran- 
teed loans of Morocco, by this time a French protectorate.** 

Under the auspices of the League of Nations, reconstruction 
loans were floated by Austria in June, 1923, and by Hungary in 
July and August, 1924. These loans were guaranteed in each 
case by a large number of other governments, each government, 
however, guaranteeing only its quota of the loan (i.e., the guar- 
anties were several, and not “joint and several” ).*° 

But direct loans to, or guaranties of, the debts of foreign 
governments are not often financially or politically practicable 
or expedient, even if the creditor countries were willing, as they 
often would not be, to accept them. If loans to foreign govern- 
ments are to be made, they must ordinarily be made by private 


* British Documents, I, 1. 

* Nicolas Politis, “Le Contréle Internationale sur les Finances Helléniques,” 
Revue Générale de Droit Internationale Public, 1X (1902), 5 ff.; Andréadés, op. 
cit., pp. 60 ff.; Great Britain, Parliamentary Papers, Greece, Nos. 1, 2, 3 (1898). 

* Encyclopaedia Britannica (11th ed.), article on “Persia.” 

* Parker T. Moon, Imperialism and World Politics (New York, 1926), p. 
216 note. France has also guaranteed loans of Indo-China, another of its pro- 
tectorates. 

* Full details as to these loans are to be found in the following publications 
of the League of Nations: The Financial Reconstruction of Austria; General 
Survey and Principal Documents (Geneva, 1926); The Financial Reconstruction 
of Hungary; General Survey and Principal Documents (Geneva, 1926). 
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banking houses and at their own risk or the risk of their clients 
to whom they sell the securities they underwrite. Since it is the 
business of a bank to lend money, it will be willing to lend if the 
terms are good and the security seems adequate. But the terms 
offered by a foreign government seeking a loan may not be at- 
tractive. Foreign government loans, moreover are operations of 
a highly-specialized character, tending to follow well-worn paths 
of long-established banking connections and to be confined, 
therefore, to a relatively few banking houses who have made a 
specialty of such transactions and can be relied upon to float the 
loans successfully and to give a reasonable amount of support to 
their market flotations after they are distributed among inves- 
tors. The government of country A, anxious that bankers of 
that country shall grant a loan to the government of country B, 
may find that none of its bankers had ever had relations with 
government B, and that none of them is disposed, therefore, to 
undertake the transaction on its own initiative. Or the bankers 


of other countries may be offering to take the loan on terms 
which the bankers of country A are not inclined to meet. Diplo- 


mats who are anxious that for reasons of policy their own bank- 
ers shall make the loan may not be content, therefore, to rely on 
the occurrence of a happy coincidence between the profit-motive 
of the bankers and the objectives of the foreign office, to bring 
about the achievements of these objectives without intervention 
on their part. That governments intervene to restrain bankers 
from engaging in transactions which run counter to government 
policy we have already seen. But governments also intervene to 
induce bankers to engage in transactions which will promote or 
directly serve their foreign policies. What are the methods of 
persuasion used by governments in such instances? 

Government B, to which the loan is to be made, may be to 
such an extent under the power of government A that the latter 
may be able to compel it to borrow irrespective of its own wishes, 
and may be in a position to dictate the terms of the loan and 
even the particular bank or group of banks to whom the loan 
shall be granted.*° Government A may assure its bankers that 


“ These matters will be dealt with in a subsequent article. 
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it will lend them every possible degree of diplomatic support in 
getting the loan for them on favorable terms** and in securing 
the fulfilment of the obligations of the debtor government to- 
ward its creditors once the debt is contracted. It may secure for 
the bankers other concessions from the borrowing country, such 
as railroad concessions or privileges with respect to contracts for 
materials, which will increase the attractiveness of the loan to 
them. It is conceivable that it may offer them special favors at 
home in return for their aid to its foreign policy, though I have 
not found any instances of such arrangements. If the bank ap- 
proached has many other foreign commitments, the foreign of- 
fice may make it clear that unless its wishes are carried out in a 
particular instance, the bank need not expect vigorous diplo- 
matic support if it should become involved in difficulties with 
foreign governments in connection with other transactions. Last, 
and perhaps not least, it may simply appeal to the patriotism of 
the bankers. Although government loans are not in any way in- 
volved, it may be worth while to cite from the history of the rela- 
tions of Italy with Tripoli in illustration of the grant of favors 
at home as a means of inducing a bank to give financial support 
to the foreign projects of its government. The Italian govern- 
ment was anxious to acquire in Tripoli vested interests which 
would provide a basis for a prior claim by Italy in case Turkey 
should ever be willing, or by force of circumstances should be 
compelled, to relinquish Tripoli, and which would provide a con- 
venient pretext for military intervention if that should become 

“Secretary of State Olney to Mr. Denby, United States minister to China, 
December 19, 1896: “. ... the Department thinks that you should use your 
personal and official influence and lend all proper countenance to secure to repu- 
table representatives of such concerns the same facilities for submitting proposals, 
tending bids, or obtaining contracts as are enjoyed by any foreign commercial en- 
terprise in the country” (U.S., Foreign Relations, 1897, p. 56). 

Sir Edward Grey in the House of Commons, July 10, 1914: “I regard it as 
our duty, wherever boné fide British capital is forthcoming in any part of the 
world, and is applying for concessions to which there are no valid political ob- 
jections, that we should give it the utmost support we can, and endeavor to con- 
vince the foreign government concerned that it is to its interest as well as to our 


own to give the concessions for railways and so forth to British firms who carry 
them out at reasonable prices and in the best possible way” (Hansard, LXIV, 


1446). 
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expedient. But the deserts of Tripoli and its scanty and indigent 
Arab population offered meager prospects to the profit-seeking 
financier. It so happened that the Banco di Roma, because of 
its close relationship with the Vatican, had been unable to obtain 
rediscount privileges with the Bank of Italy. After taking coun- 
sel in high places—which was perhaps facilitated by the fact 
that the president of the Board of Directors of the Banco di 
Roma was a brother of M. Tittoni, the Italian minister of for- 
eign affairs—the Banco di Roma discovered that it could secure 
the highly-prized rediscount privileges as compensation for un- 
dertaking to make investments in various enterprises in Tripoli, 
mills, fisheries, real estate, etc. Additional compensation was 
paid to the bank in the form of a subsidy to a shipping line to 
Tripoli. The enterprises in Tripoli were only operated, however, 
at very serious losses, partly because of Turkish interference. 
The Banco di Roma was a factor in persuading the Italian gov- 
ernment to send a military expedition to oust the Turks from 
Tripoli. In connection with the intervention, it received further 
compensation in the form of contracts for provisions and mate- 
riel for the expeditionary force, and later was granted a sort of 
partnership with the Italian government, on generous terms, in 
the economic exploitation of Tripoli.** 

The relations between bankers and foreign offices are not 
matters on which either party seeks publicity as a rule; and even 
when diplomatic archives are opened or diplomats and bankers 
write their memoirs, all that is usually disclosed, if that much, 

“ René Pichon, “L’Europe et la Guerre Italo-Turque,” Revue des Deux 
Mondes, June 1, 1912, pp. 608 ff. 

That Turkey suspected that the Italian enterprises in Tripoli would never 
have been embarked upon if financial considerations were alone involved is indi- 
cated by the semi-official Turkish statement, published in the London Times of 
September 30, 1911: “It has already been stated that nearly all the concessions 
in Tripoli have been given to Italians, but in order to avoid even the suspicion of 
unfairness towards Italy the attempt was made by the Porte to introduce the 
system of giving concessions by adjudication to the lowest bidder. It was, how- 
ever, discovered that the Italian firms which entered for these competitions of- 
fered terms so low that they could only lose money by obtaining the concession 
and were evidently acting on instructions to sacrifice their economic interests in 
order to establish an Italian foothold” (cited by Sir Thomas Barclay, The Turco- 
Italian War and Its Problems [London, 1912], p. 49). 
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is that “the foreign office exerted pressure on the bankers, 
without any information about the particular species of “pres- 
sure” applied, or as to what circumstances or considerations 
made the bankers susceptible to it in those cases where they 
yielded. On these matters I have not been able to find much 
light. What follows, therefore, is not much more than a record 
of instances in which governments “exerted pressure” on bank- 
ers to make loans to foreign governments. 

After Italy entered the Triple Alliance, the Italian govern- 
ment asked the German government to persuade its bankers to 
give Italy the financial assistance which formerly had been got- 
ten from Paris but was now no longer obtainable there; and the 
German ambassador to Italy reported to M. Crispi, the Italian 
foreign minister, that “strong pressure” had been brought to 
bear on the German bankers to assist French credit.** In 1892, 
the Deutsche Bank, which was already deeply involved with the 
first Bagdad Railway concession, hesitated to bid for a second 
concession, and did so only upon the urgent request of the Ger- 
man Foreign Office on the ground that a vital German interest 
would thereby be served.** The German diplomatic representa- 
tive in Morocco in 1904 suggested to his government that Ger- 
many should grant to the government of Morocco the loan which 
the latter was seeking to float in Paris and London, and thus 
counteract the growing French influence in Morocco. The Ger- 
man government apparently tried to get German banks to offer 
a loan, but they refused; and the German foreign minister re- 
marked that the German banks strike whenever Morocco is 
mentioned.** Nevertheless, the German government in the fol- 
lowing year succeeded in inducing German bankers to make an 
advance to the sultan of Morocco, and the German chargé d’af- 
faires at Tangiers admitted that the bankers had entered only 
with reluctance into so unprofitable a transaction.** After Hun- 

“ The Memoirs of Francesco Crispi (London, 1914), III, 200 ff. 

“ Helfferich, Georg Von Siemens, III, 62. 

“ Die Grosse Politik, XX, 217, “Die Deutschen Banken streiken geradezu 
alle, sobald man von Marokko spricht.” 


“Pierre Bonnet, Le Probléme Marocaine et la Banque d’Etat du Maroc 
(Paris, 1912), p. 168. 
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gary had been prevented by a hostile French press from nego- 
tiating a loan in Paris in 1909, it turned to Berlin; and the 
German government is said to have exerted its authority to the 
utmost to impress upon German banks the necessity of their par- 
ticipation in the Hungarian loan.** In 1910 the Young Turks 
turned to Paris for their financing instead of relying upon Ber- 
lin, as had been the practice under the old régime. They suc- 
ceeded in negotiating a loan with French banks; but the French 
government vetoed the listing of the loan on the Bourse, and the 
loan contract contained a clause providing that the loan should 
become void in case of an official veto of its listing.** The Young 
Turks then sought to negotiate a loan in Berlin; and the Ger- 
man government, anxious to rewin her friendship, urged the 
bankers to come to terms with Turkey.“ 

Roumanian loan issues had for many years prior to 1913 
been excluded from the Paris Bourse because of Roumanian 
leanings toward the Triple Alliance. But in the last months of 
1913 there was a change in the orientation of Roumanian for- 
eign policy; and the French government, instead of opposing 
the flotation of Roumanian issues in Paris, strongly urged upon 
the French banks that they underwrite a Roumanian loan. The 
French bankers refused to do so, however, much to the disgust 
of the French government, which, if correctly reported by the 
Russian ambassador at Paris, attributed the failure of the bank- 
ers to respond to its wishes to German bankers’ intrigues with 
French banks and to the affiliations of French bankers with Ger- 
man and Austrian banks.*° The French government, it has been 
said, in 1914 compelled the Paris Bourse to admit a Turkish 
loan to listing.’ All other reported interventions of the French 


“ André Fontaine, Le Protectionnisme Financier, p. 120. 

“ Die Grosse Politik, XXVII, Part II, 697. 

“ Ibid., p. 701. A marginal note by the Kaiser: “We must under the cir- 
cumstances in co-operation with Austria give Turkey our unlimited financial aid, 
lest she come permanently under the Franco-British yoke. Speak to Gwinner 
about this.” (Gwinner was a high official of the Deutsche Bank.) 

© Livre Noir, Il, 14, 155 ff. 

* Yves Guyot, “The Amount, Direction and Nature of French Investments,” 
The Annals, November, 1916, p. 38. 
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government in the Paris Bourse have been prohibitions of list- 
ings. It seems clear that there is nothing in the French legisla- 
tion dealing with the Paris Bourse which empowers the govern- 
ment to compel the officials of the Bourse to admit a foreign is- 
sue to listing against their own judgment. 

I can find no evidence that the British government has ever 
exerted pressure on, or even requested, British bankers to make 
loans to any foreign government.” There is likewise no convinc- 
ing evidence that the American government has ever exercised 
pressure on American bankers to grant loans to foreign govern- 
ments. In several instances, however, the State Department has 
invited American bankers to consider the possibility of making 
loans to particular foreign governments. In 1912, for instance, 
American bankers negotiated a loan for Liberia at the request of 
the State Department, although practically all the bonds were 
taken up by European banks.** The negotiations carried on by 
J. P. Morgan & Co. with Honduras in 1912 to refund the latter’s 
debt were undertaken by the latter at the invitation of the State 
Department.” 


** Cf. however, the despatch of Sir N. O’Conor, British minister at Constan- 
tinople, to the Foreign Office, July 1, 1901, with reference to British participation 
in the Bagdad Railway project: “Without some impulsion from official quarters, 
British capitalists may not be disposed to move in the matter. It is not my object 
to lead British investors to put their money blindly into the work, but merely to 
urge, as strongly as I can, that a British Syndicate should be formed to enter into 
negotiations with the German and French groups, and to enquire for themselves 
into the merits and details of the scheme, so as to be in a position to obtain for 
the British public, as well as for British trade, such advantages as may be reaped 
by those who participate in the original Concession” (British Documents Relat- 
ing to the World War, II, 175-76). 

* “Our sole connection with Liberian finances was that in 1912, at the sug- 
gestion of the State Department, we, together with other bankers, negotiated a 
loan of $1,700,000 for Liberia, the bonds of which were practically all placed 
abroad by bankers in Europe. The transaction was taken up solely in an effort to 
be helpful in a situation in which the State Department took an interest” (tele- 
gram to Senator Borah, signed by J. P. Morgan & Co., Kuhn, Loeb & Co., Na- 
tional City Bank, September 12, 1922 [Congressional Record, September 14, 
1922, p. 12,574]). 

“US., Foreign Relations, 1912, pp. 562-63, 583-05. The negotiations result- 
ed in the signature of a treaty by Honduras and the State Department, but the 
treaty was rejected both by the Honduras Congress and the Senate of the United 
States (ibid.). 

It has been claimed, by an officer of the National City Bank (of New York) 
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The orthodox version of the relations of American bankers 
to the first Chinese Consortium is that they participated at the 
request and on the initiative of the State Department, and with 
the furtherance of American national interests in China as their 
primary concern. Such at least has been the official account of 
the origin of the Consortium as told both by the government and 
the bankers,”* and there is much which bears it out. But it was 
not really as simple an episode as this would indicate. What 
there is to support it are the facts that Willard Straight, Ameri- 
can consul in Manchuria, was an enthusiastic advocate of Amer- 
ican participation in Chinese finance as a means of offsetting 
Russian and Japanese aggression on China, and had converted 
the Taft administration to his views, and that the State Depart- 
ment requested the American bankers to take part in the financ- 
ing of China. But Willard Straight had had contacts with Amer- 
ican bankers interested in making loans to China, and especially 
with Harriman, and Harriman and Straight had won the acqui- 
escence of the State Department in their Manchurian loan proj- 
ects, before Straight was appointed American consul in Man- 


that the purchase by American banks in 1910 of a minority interest in the Na- 
tional Bank of Haiti was at the request of Secretary of State Knox and that the 
purchase by the National City Bank in 1920 of all the assets of the Haitian bank 
was also made at the request of the State Department (testimony of Roger Farn- 
ham, Senate Hearings on Haiti and San Domingo [1921], pp. 106, 107). 

* Cf. Huntington Wilson, Assistant Secretary of State under the Taft ad- 
ministration, and in charge of State Department relations with the Consortium: 
“As to the bankers’ profits in the loans and the ultimate bondholders’ income, 
they were good for the country too, economically, but were so clearly a means to 
a greater end that the bankers had to be urged into the whole transaction and, 
during its difficult course, often urged to remain interested. If this had not been 
done, and if American bankers had not responded with a good deal of patriotism, 
the biggest transactions ever undertaken in China would have proceeded without 
the least participation by the country which had officially talked most of China’s 
opportunities” (The Annals, November, 1916, p. 309). Statement issued by J. P. 
Morgan & Co. on behalf of the bankers, in March, 1913, when President Wilson 
withdrew official support of American participation in the Consortium: “The 
American group . . . . became interested in Chinese loan matters, not primarily 
for its own profit, but for the purpose indicated by President Taft and Secretary 
Knox. As stated in President Taft’s message to Congress of December, 1909, 
these purposes in effect, called for the cooperation of the bankers as the ‘indispen- 
sable instrumentality’ which the American Government needed to enable it ‘to 
carry out a practical and real application of the open-door policy’ ” (Commercial 
and Financial Chronicle, March 22, 1913, p. 825). 
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churia. Straight owed his consular appointment partly to Harri- 
man.” He left for Manchuria with a sort of commission from 
Harriman to negotiate plans for railroad enterprises there.” 
Later, it was Willard Straight who brought to the attention of the 
State Department the fact that China was pledged to admit 
American participation in the financing of the Hukuang Railway 
concession, and who persuaded the American government to in- 
sist upon the admission of an American group of bankers into the 
international consortium which was negotiating for this conces- 
sion.** When the United States government won its point, it was 
Harriman, Willard Straight’s principal, who organized the wider 
group of American bankers who were to participate.** As soon 
as the group was formed, Straight resigned from the State De- 
partment to become its representative in China, and within a 
month was on his way to China, via London.” Whatever may 
have been Straight’s motives, therefore, it seems clear that 
throughout he was acting as an agent of bankers who from the 
first knew what they wanted, and that his part in the transac- 
tion was to win from the State Department the strong diplomatic 


support which was absolutely essential for the successful prose- 
cution of financial projects in China.” 


* Herbert Croly, Willard Straight, p. 200. * Tbid., p. 238. 

* “Tt was the Department of State itself, acting in this instance from polit- 
ical motives and on its own initiative rather than the prompting of private inter- 
est, which called the attention of the Chinese government to the violation of its 
promise and insisted on American participation in the loan. When the Depart- 
ment of State acts, however, its action is traceable to the agency of some in- 
dividual and in this case the man who stirred it to action seems to have been 
Willard Straight” (ibid., p. 282). 

” Ibid., p. 284. © Ibid., pp. 284 ff. 

™ Croly, Straight’s biographer, says that the majority of the bankers were in 
the syndicate to oblige the administration, and not because they were interested 
in making Chinese loans (ibid., p. 340). This may be true, but there is nothing in 
the record to show that there was any reluctance to enter the syndicate on the 
part of any of the bankers who were invited, and the significant fact is that the 
initiative really came from the bankers and not from the State Department. The 
request from the State Department to the bankers to participate was a request 
invited by bankers who had already made up their mind to participate. Bankers 
who had not been invited to participate, instead of acting as if they welcomed 
their escape from the performance of an unattractive task, resented their ex-. 
clusion. 
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Once in, however, the members of the American syndicate 
found that the State Department took their serviceability to 
American foreign policy very seriously, probably more seriously 
than they had anticipated. As the demands upon them of the 
State Department increased, much of their enthusiasm for the 
Chinese enterprise vanished and they contemplated withdrawal 
from it. The State Department, however, strongly urged them 
not to do so. “Knox quoted President Taft to the effect that 
their withdrawal was not to be dreamed of and tried to persuade 
them to support the government in any policy which it might 
adopt.” The bankers insisted that they would not act as instru- 
ments of an exclusive and aggressive American policy. “They 
were willing to continue as the Department’s financial agent but 
only on the understanding that they would be under no obliga- 
tion to seek or accept contracts which aroused the irreconcilable 
opposition of other powers.” They feared that the excessive de- 
mands of the State Department on the other interested powers 
might result in war, and that if this occurred they would be 
blamed by the public.** The State Department in 1909 indirect- 
ly warned the American syndicate that if they did not fully sup- 
port the American government’s demands it would turn to other 
bankers for financial support of its policy in China,®* and on the 
question of equal participation in the Hankow-Szechuan railway 
loan it won its point. Later, in connection with the currency 
loan of 1911, the State Department withdrew from its insistence 
upon the nomination of an American financial adviser to China 
when China and the other powers maintained their resistance to 
the demand and when the American bankers had become impa- 

” Ibid., p. 341-44. 

* Secretary of State Knox to American Ministers at London, Berlin, and 
Paris, July 9, 1909, to be communicated to the respective governments: “If the 
banking syndicate which undertook to sustain the American policy of equal par- 
ticipation ignore the national aspect of the transaction, or fail to co-operate in 
the broad purpose in view, the Government will seek other instrumentalities to 
secure proper American recognition; that it should be clearly understood that this 
Government is interested purely for broad national reasons; that the Government 
alone has any rights in this matter; and that it holds such rights in trust for the 
good of general American interests in China” (U.S., Foreign Relations, 1909, 
p. 171). 
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tient with a policy of risking the breakdown of international co- 
operation, and incidentally the loss of the Chinese loan contracts, 
over a trifling issue of national prestige.” 

In 1913, President Wilson notified the American bankers 
that official support could no longer be given to American par- 
ticipation in the Consortium. The American bankers immediate- 
ly withdrew from the Consortium, apparently with regret at the 
sudden change in American policy. Later, in 1918, the Wilson 
administration changed its mind and requested American bank- 
ers to advise it as to the best means whereby American capital 
could finance China. On July 8, 1918, the bankers informed the 
State Department that in their opinion an international consor- 
tium of banking interests should be formed, and that in case of 
a loan issue, in order to aid in the marketability of the bonds, 
the Department of State should make a declaration announcing 
that the loan was made at the suggestion of the government. 
The State Department complied with the request of the bankers, 
and on July 29, 1918, issued a statement to the press which was 
in part as follows: 

Recently, however, this Government felt that, because of the approach 
to Chinese territory of the scenes of disorder, a special effort should be made 
to place proper means at the disposal of China. Consequently, a number of 
American bankers, who had been interested in the past in making loans to 
China, and who had had experience in the Orient, were called to Washington 
and asked to become interested in the matter. The bankers responded very 
promptly and an agreement has been reached between them and the De- 
partment of State which has the following salient features: 

First—The formation of a group of American bankers to make a loan 
or loans and to consist of representatives from different parts of the 
country ; 

Second—An assurance on the part of the bankers that they will co- 
operate with the Government and follow the policies outlined by the De- 
partment of State; 

Third—Submission of the names of the banks who will compose the 
group for approval by the Department of State; 

Fourth—Submission of the terms and conditions of any loan or loans 
for approval by the Department of State; 

Fifth—Assurances that if the terms and conditions of the loan are ac- 
cepted by this Government and by the Government to which the loan is 


* Croly, op. cit., p. 397. 
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made, in order to encourage and facilitate the free intercourse between 
American citizens and foreign states which is mutually advantageous the 
Government will be willing to aid in every way possible and to make prompt 
and vigorous representations, and take every possible step to insure the ex- 
ecution of equitable contracts made in good faith by its citizens in foreign 
a ais 


V. ECONOMIC OBJECTIVES OF POLITICAL INTERVENTION IN 
INTERNATIONAL FINANCE 


It is not easy to draw a sharp line between foreign policies 
which do and foreign policies which do not involve to a signifi- 
cant degree economic objectives. To those who accept the so- 
called “economic interpretation” of international relations, all 
phases of foreign policy, whatever their superficial appearance, 
have their origin in economic motives, national or individual. It 
is difficult, however, wholly to explain national policies revolv- 
ing about the struggle for prestige, for predominance of influ- 
ence, for the maintenance of the balance of power, for strategic 
objectives, or for mere success in the maneuvres of the diplo- 
matic game, as in reality a disguised struggle for economic ad- 
vantage. Very often when economic objectives are acknowl- 
edged to be present, they do not appear upon examination to be 
genuine, and are used as a “rationalization” of sentimental and 
“patriotic” considerations having perhaps less practical justifi- 
cation but greater emotional appeal than merely material con- 
siderations would have. For our present purposes, in any case, 
policies directed toward such objectives as imperial expansion, 
the promotion of national prestige, the cementing of national 
alliances, the maintenance or restoration of the balance of pow- 
er, the acquisition of political dominance over weak countries, 
will be considered not to be primarily concerned with the realiza- 
tion of economic objectives. “Economic penetration” will also 
be disregarded in this section in order to be discussed in detail 
later as a technique of imperialistic expansion. 

Of the economic gains to the creditor country which result 
from the flotation of loans to foreign governments, the most ob- 
vious are the gains to the bankers in the form of fat commis- 


* Commercial and Financial Chronicle, August 3, 1918, p. 445. 
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sions and underwriting profits, and generous fees connected with 
carrying out the depositary and interest and amortization pay- 
ment services connected with the loans. Even when loan con- 
tracts are published, the provisions dealing with these matters 
are rarely made public. What the bankers get for their services it 
is often possible to learn, if at all, only by a careful search of the 
financial accounts of the debtor governments. But sufficient in- 
formation is available to give a strong evidential basis to the 
general impression that international bankers, in their dealings 
especially with governments of somewhat doubtful credit, charge 
what seem to the layman extraordinarily large gross profits. It 
may be that the risk that an issue of doubtful security will not 
be successfully unloaded on the clients of the bankers is suffi- 
ciently great in such cases, or that the costs of distribution of 
the loan are sufficiently high, to warrant such charges; and cases 
of bankruptcy among international bankers have been frequent 
enough to demonstrate that there is some risk. But there have 
clearly been great financial prizes in the field of international 
finance, and the anxiety of governments to secure such prizes 
for their bankers can explain, in some degree at least, their dip- 
lomatic support of efforts on the part of the bankers of their own 
nationality to secure foreign loan contracts. 

If the rate of interest on the loan is attractive, the govern- 
ment of a country with surplus capital may welcome also the op- 
portunity to find remunerative employment for it in foreign 
loans. Jules Ferry defended his imperialistic policies while pre- 
mier of France as being well adapted to the situation of France, 
a country with great capital resources to whom it was of great 
value that opportunities should be found abroad, in colonies and 
in territory under French domination, for the successful invest- 
ment of French capital.°* This has undoubtedly been a factor 

“Tl y a une forme nouvelle de colonisation: c’est celle qui s’adapte aux 
peuples qui ont, ou bien une masse de capitaux disponibles, ou bien un excédent 
de produits. Et c’est 1a la forme moderne, actuelle, la plus répandue et la plus 
féconde. ... Les colonies sont pour les pays riches un placement de capitaux de 
plus avantageux. ... Eh! oui, pour les capitalistes! Est-ce qu’il nous est indif- 
férent que la somme des capitaux s’accroisse en France par des placements intelli- 


gents? Est-ce que ce n’est pas l’intérét du travail que le capital soit abondant 
dans ce pays? Je dis que la France, qui regorge de capitaux ... et qui en a exporté 
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in promoting the imperial expansion of the last half-century, 
though not, I think, an important factor. Russia, Italy, Japan, 
and the United States, without surplus capital for export, showed 
no less zeal for territorial expansion than did the great creditor 
countries, Great Britain, France, and Germany. Even in the 
case of Jules Ferry, the argument was needed as a defense 
against charges that there were financial scandals in connection 
with some of his imperialistic ventures and that the relations of 
promoters and financiers to them would not stand investigation. 
Moreover, in so far as loans to governments are concerned, such 
securities have a high degree of international mobility, and in- 
vestors of one country will ordinarily have no difficulty in pur- 
chasing such quantities of them as they desire even if the loans 
were originally floated by the bankers of another country. 
Foreign loans, of course, tend to stimulate export trade; and 
as in practically all countries there still prevails in government 
circles the mercantilist delusion that some peculiar economic ad- 
vantage accrues to a country from exports which does not ac- 
crue, or at least not in the same degree, from imports or from 
domestic trade of the same proportions, there is to be found 
here a partial explanation of special government efforts to pro- 
mote foreign investments on the part of their nationals. Where 
the foreign investment is in connection with a railroad or other 
construction concession, and especially where the loan contract 
carries with it the contract for construction or the privilege of 
appointment by the lending bankers of the purchasing agents of 
the enterprise, the foreign investment appears even more at- 
tractive. But even in such cases it seems to be the rule that 
purchases are made by open tender and in the cheapest mar- 
ket. Occasionally loans are made to foreign governments by, or 
under the auspices, of the manufacturers themselves, and upon 


des quantités considérables 4 l’étranger ... a intérét 4 considérer ce cété de la ques- 
tion coloniale. ...” (cited by Alfred Rambaud, Jules Ferry [Paris, 1903], pp. 
390, 391). 

* Cf. A. P. Winston, “Does Trade ‘Follow The Dollar?’ American Eco- 
nomic Review, September, 1927, pp. 458 ff. There are important possibilities, 
however, of establishing preferences through control over the specifications and 
standards in terms of which bids are to be made. 
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the condition that the proceeds be used, in whole or in part, in 
the purchase of their products. In the pre-war Germany the 
close affiliation between bankers and industry appears to have 
resulted at times in loan-contracts stipulating the place of pur- 
chase of the materials and supplies to be used in connection with 
the enterprise to be financed by the loan, and the German bank- 
ing syndicates who floated the Bagdad Railway loans acquired 
thereby the privilege of constructing the railroad and incidental- 
ly of giving contracts to German industries. But most instances 
of tied loans have been due to intervention on the part of the 
government of the lending bankers. 

From the strictly national point of view, it must be con- 
ceded that the tied loan has its advantages if the insistence upon 
the tying provision does not create the danger that attractive 
loan-contracts will go to other countries or does not result in the 
terms of the loan being made otherwise less attractive to the 
lenders. A loan must in the long run, it is true, be transferred in 
the form of an export-surplus, irrespective of whether or not it 
is a tied loan. But in order that foreign loans shall be transferred 
by means of the development of an export surplus, if the loans 
are free of tying provisions, there must be a shift in the terms of 
trade disadvantageous to the lending country, i.e., a relative de- 
crease in the export prices of the lending country as compared 
to the trend of prices of the commodities which it imports. The 
tying clause, on the other hand, makes possible the transfer of 
the loan in the form of commodities without an adverse shift in 
the terms of trade. The tied-loan is more likely also to be trans- 
ferred by means of an increase of exports rather than a decrease 
of imports than is the free loan. 

Governmental intervention for economic reasons in order to 
prevent loans from being made has been most systematic on the 
part of France. As has already been pointed out, the chief 
means of restriction of foreign loans used by the French govern- 
ment has been the application of vetoes against the listing of 
foreign issues on the Paris Bourse, although the French govern- 
ment has at times also directly informed banking houses that it 
objected to contemplated issues. The veto power seems to have 
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been used freely only after 1906, and the following instances of 
the reported application of the veto indicate the range of eco- 
nomic objectives which the French government hoped to serve 
thereby. In 1907 Denmark raised its tariff duties on French 
wines. The French government in retaliation threatened to veto 
the listing of Danish securities on the Paris Bourse. The veto 
was at this particular time of more serious consequence to Den- 
mark than it would ordinarily have been, as Denmark was then 
suffering severely from the effects of the prevailing international 
financial depression. In 1908 Denmark made some concessions 
in its wine duties, and the veto was removed.** About the same 
time, a veto was imposed for the same reason on Swedish securi- 
ties. By the commercial treaty of 1909, Sweden agreed to lower 
the duties on French wines, and France in return removed the 
veto.*® The failure of Austria in 1906 to negotiate a satisfac- 
tory tariff treaty with Serbia, which led to a tariff war between 
the two countries, was commonly explained as due in part to the 
insistence of Austria upon a share in the Servian ordnance con- 
tracts, which Serbia refused because the French government had 
made it clear to Serbia that the Paris market was left open to her 
securities only upon the condition that her ordnance contracts 
went to French companies.*® In 1909 Serbia sought to place a 
loan in Paris. The French government refused consent unless 
Serbia gave to the Creusot ordnance works a contract which it 
was then in process of negotiating with Krupp. Serbia claimed 
that Krupp offered lower prices. The French government used 
pressure on Schneider (the Creusot works) to meet Krupp’s 
prices; Schneider obtained the contract; and Serbia was per- 
mitted to float a loan in Paris.”* In 1909 listing was refused to an 
Argentine loan, because the Argentine government had granted 

* Emile Becqué, L’Internationalisation des Capitaux, p. 182; Paul Leroy- 


Beaulieu, L’Economiste Frangaise, Il (1910), 233; Sigmund Schilder, Entwick- 
elungstendenzen der Weltwirtschaft (Berlin, 1912), I, 353. 

® Schilder, op. cit., I, 352. 

” Cf. Rudolf Kobatsch, La Politique Economique Internationale (adapted 
from the original German) (Paris, 1913), p. 193. 
™ Schilder, op. cit., I, 348. 
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an ordnance contract to Krupp instead of to Schneider.’? Lat- 
er, however, the French government, under pressure from the 
French banks; removed the veto.” In the same year, listing of 
United States steel securities was vetoed following a protest by 
the Fédération des industriels et commergants frangais that list- 
ing would result in French capital aiding foreign rivals to com- 
pete with the French metallurgical industry.** In 1910, the 
French government refused listing of a Turkish loan unless Tur- 
key granted a veto power over its expenditures to the Banque 
Ottoman, an Anglo-French bank operating in Turkey, and placed 
some important contracts with French firms.** In the same year 
the French Minister of Finance declared that no new Spanish 
security could be listed on the Bourse until there was a change in 
the administration of a small railway in southern Spain which 
would give satisfaction to the French bondholders thereof. This 
railroad had paid no interest on its bonds since 1898, although it 
had had fair earnings, and under Spanish law there was no effec- 
tive means whereby the bondholders could wrest control from the 
shareholders, even though the representatives of the latter, as 
appeared to be the case in this instance, were plundering the 
railroad at the expense of the interests of the bondholders.” In 
1912 listing was denied to the bond issue of a Cuban bank, be- 
cause the French government had failed to get a settlement from 
the Cuban government of French claims arising out of the Cu- 
ban Revolution against Spain.’* In 1914 France consented to 
the flotation by Greece of a loan on the Paris market only upon 
the condition that Greece grant to French concerns the naval, 
military, and railway construction contracts which were to be 
financed out of the proceeds of the loan.** These instances show 

* Ibid., 1, 344; Becqué, op. cit., p. 183. 

*® See this Journal, 1, No. 2, 164. 

™* Becqué, op. cit., p. 185. 

© Tbid., p. 183; Werner V. Grundherr, Uber die wirtschaftliche und politische 
Bedeutung der Kapitalanlage im Auslande, p. 114; Fontaine, op. cit., pp. 280-81. 

 P. Leroy-Beaulieu, L’Economiste Francaise, August 13, 1910, p. 235. 

™ Becqué, op. cit., p. 120, 114. 

** Livre Noir, Il, 234. 
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that the principal economic concern of the French government 
was that contracts, and especially ordnance contracts, should go 
to French concerns. There was, in fact, considerable comment 
in France itself during this period to the effect that the govern- 
ment was acting as a sales agent for the great ordnance concern, 
Schneider & Co.; and the French government at one time con- 
ceded that it had unduly concentrated on ordnance contracts, 
and promised in future to endeavor to obtain similar favors for 
a wider range of French industry. The use of control over ac- 
cess to the money market as an instrument of tariff bargaining is 
also of interest. 

Only a few instances are known of intervention in the Ger- 
man money markets by the German government to prevent for- 
eign loans from being floated for economic reasons."® Bis- 
marck’s veto in 1887 of Russian government bonds as collateral 
for Reichsbank loans may have been intended primarily as a 
countermove against Russia’s hostile tariff policy, although other 
political motives have been suggested. It was only one item in 
an anti-Russian economic campaign, of which an officially in- 
spired press campaign against Russian credit, German court de- 
cisions against the legality of investment of trust funds in Rus- 
sian securities, and increased duties on Russian products were 
other phases. The German bankers were not sympathetic with 
this campaign and did their best to check it.*° In 1891, two Ger- 
man banking houses who had underwritten a Russian loan with- 
drew from the negotiations when they failed in the attempt to 
get an unambiguous assurance from the German government 
that the 1887 veto was no longer effective." In 1894, Germany 
and Russia signed a commercial treaty which ended for the time 
their tariff controversies and which was accompanied by the re- 
moval of the German veto against Russian securities.** Pre- 


” See this Journal, I, No. 2, 166, for the Prussian vetoes of 1836-40 of trad- 
ing in foreign securities. 

* Joseph Vincent Fuller, Bismarck’s Diplomacy at Its Zenith (Cambridge, 
Massachusetts, 1922), pp. 202-3; Grundherr, of. cit., p. 123; Josef Grunzel, Eco- 
nomic Protectionism (New York, 1916), p. 261. 
™ Die Grosse Politik, VII, 1515. 
® Tbid., V, 330 ff. 
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liminary to the negotiation of the Russo-German Commercial 
Treaty of 1904, Germany again used the threat to close the Ger- 
man money market to Russian loans as a means of bringing 
Russia to terms, and the right of Russia to float a loan in Berlin 
was part of the terms of settlement between the two countries.** 
In 1898, Germany and Austria declared a diplomatic veto 
against the issue of Bulgarian loans, at the request of Von Sie- 
mens of the Deutsche Bank, because Bulgaria, in violation of a 
pledge, was planning the construction of a railroad which would 
compete for traffic with the Oriental Railroad in which German 
capital was interested. The Bulgarian government and the Ger- 
man bankers then came to an understanding, and the veto was 
removed.** In 1910 listing on the German bourses of a Bul- 
garian loan which had been underwritten by an Austro-German 
syndicate was vetoed because the Bulgarian government had re- 
fused to grant certain contracts to German concerns, and the 
loan had to be distributed by private sale. In 1911, however, 
Germany and Bulgaria signed a new commercial treaty, and the 
veto against the Bulgarian loan was raised.*° In 1909, Serbia 
was informed by the German minister at Belgrade that she 
would not be permitted to float a loan in Berlin unless she grant- 
ed a contract for railroad materials to German concerns.* In 
1911, the Prussian Minister of Commerce forbade the listing of 
Chicago, Milwaukee, and St. Paul shares on the Berlin Bourse, 
avowedly because of the state of the money market, although 
the veto has been interpreted as a retaliation against the Amer- 
ican legal and diplomatic attack on the Prussian potash monop- 
oly.** This veto caused a widespread discussion, in the German 
press and in the Reichstag, of the whole question of government 

* Grundherr, op. cit., p. 25; Memoirs of Count Witte, p. 292; E. Zweig, 
Die Russische Handelspolitik Zeit 1877 (Leipzig, 1906), p. 54. 

* Helfferich, Georg Von Siemens, II, 11. 

** Schilder, of. cit., I, 344. 

* Vossiche Zeitung, January 12, 1910, cited by Fontaine, op. cit., p. 110. 

* Grundherr, op. cit., p. 130; Alfred Lansburgh, Die Bank (1911), I, 107. 
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control of the flotation of foreign loans in Germany, its economic 
and political significance, and its desirability, an indication con- 
firming other evidence that formal public vetoes of the listing of 
foreign securities had been infrequent if not wholly without 
precedent in Germany.** 

Except for the post-war restrictions on foreign loan issues 
intended to protect the currency and sterling exchange against 
depreciation, there do not appear to have been any instances of 
British government intervention in the money market for pri- 
marily economic reasons. One of the motives of British partici- 
pation in the Chinese Consortium and of official disapproval of 
independent loans to China, however, was to obtain better terms 
for the lenders in loan contracts with China by eliminating com- 
petition for the loans: 


. . . - His Majesty’s Government and the other governments concerned 
have, from the experience of past years, come to the unanimous conclusion 
that, both in the interests of their own financiers and investing public, and 
also as a safeguard of China’s credit, it is incumbent on them to prevent, as 
far as lies in their power, all possibility of a return to the former dangerous 
policy of unprofitable international competition in China, which only ena- 
bled the Chinese Government to obtain money without adequate guarantees, 
and rendered it impossible for the governments interested to exercise the 
necessary control over the terms of any loans. There can be no doubt that 
the internationalisation of future loans would go far to secure this desira- 
ble end.®® 


If it is conceded to the British government that it had no in- 
tention of using an organized monopoly of bankers to extort un- 
reasonable terms from the Chinese, this statement, if taken at 
its face value, would indicate that it had lost faith in the tradi- 
tional British policy of leaving it to the experience and judg- 
ment of the bankers themselves to decide what were acceptable 

** Almost the entire number of the Bank-Archiv for April 15, 1911, was de- 


voted to a discussion by various writers of this veto power and its exercise against 
Milwaukee shares. 


” Great Britain, China No. 2, 1912, p. 4 (Foreign Office to an independent 
group of British banks). 
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terms in a loan contract. But the statement is not to be taken 
too seriously, nor applied indiscriminately to other British trans- 
actions than those with China. What troubled the British gov- 
ernment was, beyond doubt, not the consequences of ordinary 
commercial competition for Chinese loan contracts, but the re- 
sults of competition by bankers who were acting as agents for 
their government, and who were not governed only by strictly 
business considerations. If international bankers did not have a 
natural fear that once governments grew accustomed to inter- 
fering with their transactions, such interference might well take 
forms which would not be to their advantage, they might be ex- 
pected to welcome government assistance in eliminating compe- 
tition among themselves for attractive loan contracts. In many 
cases they forestall such competition by organizing syndicates 
prior to the negotiations and inviting the participation therein 
of potential competitors. But in the United States so many 
banks are now participating in international finance that the 
competition for loan contracts has grown uncomfortably keen, 
and there are signs that the bankers are looking for some means 
of escape from its rigors.°° Except in the case of the two con- 
sortiums for Chinese loans, to which the interested governments 
gave definite assurance that they would do all they could to elim- 
inate any competition from independent bankers, I know of no 
instances, however, in which governments have promoted the or- 

* At the Pan-American Commercial Conference in May, 1927, Thomas W. 
Lamont, of J. P. Morgan & Co., urged that there be a lessening of the intensity 
of competition among American bankers for foreign loan issues (New York 
Times, May 3, 1927). The approving comment on Lamont’s address made by 
Max Winkler, vice-president of Moody’s Investors’ Service, is interesting because 
of its naive assumption that foreign borrowers are not entitled to the benefits of 
competition among prospective lenders: “The other day an Argentine municipal- 
ity invited bids for a loan of about $4,700,000, to bear interest at the rate of 7 
per cent. per annum and to be sold to the bankers at not below 86. Only two 
bids were submitted, one at 87.57 per cent and the other at 94.25 per cent. The 
latter, of course, obtained the loan, which was subsequently placed in this market 


at 98.75 per cent to yield 7.10 per cent. Sooner or later our bankers will realize 
the futility of competition of this sort” (ibid., May 5, 1927). 
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ganization of a monopoly of lenders in order to obtain better 
terms from the borrower. 

The American government has gone farther than any other 
government in defining and making known in advance the cir- 
cumstances which would make loans subject to its disapproval, 
although there have been complaints even in this instance that 
the lack of clear-cut and unambiguous pronouncements, the lack 
of consistency between successive pronouncements, and the is- 
sue of conflicting statements by the President, the Cabinet as a 
whole, the Secretary of State, and the Secretary of Commerce, 
leave the bankers in doubt as to what is the policy of the gov- 
ernment to which they are desired to conform. On May 20, 
1921, the following official statement was issued in Washington 
after a Cabinet meeting: “The Cabinet discussed the problem of 
favoring exports and the desirability of the application of the 
proceeds of foreign loans made in our own financial markets for 
the purpose of exporting our commodities and the refunding of 
outstanding liabilities.” Inspired accounts of the proceedings of 
the meeting made it appear that the Cabinet desired that bankers 
floating foreign loans should provide that the proceeds should, in 
part at least, be spent in this country.** Some months later it 
was reported that Secretary of Commerce Hoover and American 
bankers had come to an agreement whereby 


agents of the Department of Commerce will investigate conditions in coun- 
tries asking for loans to carry on public or private projects. Should condi- 
tions be favorable, the American attaché will so report to the Commerce 
Department. Before the loan is made, however, the applicant will be obliged 
to promise to purchase materials in this country, thus benefiting both bank- 
ers and manufacturing plants. A commercial attaché will be on the ground 
to observe fulfillment of the contract.®? 


It is unlikely that bankers would welcome such an agreement, 
since they would ordinarily find its restrictions onerous and ob- 


* Commercial and Financial Chronicle, May 28, 1921, p. 2248. 


” Ibid., January 7, 1922, p. 14. 
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jectionable and would not be willing to rely on the information 
provided by typical commercial attachés as a basis for discov- 
ering the opportunities for making loan contracts or deciding as 
to their attractiveness. In any case, nothing seems to have re- 
sulted from the reported agreement. Considerations which at 
one time or another the State Department has indicated it takes 
into account or at least wishes to be informed about prior to ap- 
proving or disapproving loans are: Whether too much capital is 
being exported; whether the securities are made payable in for- 
eign or in American currencies; whether the proceeds of the loan 
are to be spent in the United States; whether the country seeking 
the loan has been dealing fairly with American economic inter- 
ests. Secretary Kellogg has explained that it was the object of 
the March, 1922, circular to obtain for the government an oppor- 
tunity to state “whether it believed certain loans were not in the 
public interest, such as loans for armament, loans to countries 
not making debt settlements with the United States, or loans for 
monopolistic purposes.” He stated that the State Department 
“has objected to loans to countries which had not settled their 
debts to the United States . . . . tocertain loans for armament 
and the monopolization of products consumed in the United 
States.”** According to newspaper accounts, specific State De- 
partment disapproval has been expressed of French loans be- 

** New York Times, December 14, 1925. For the policy of the present ad- 
ministration of disapproving loans to governments which have not settled their 
debts to the United States government a precedent can be found under the Wil- 
son administration which goes even farther. In 1917, when Ecuador was in de- 
fault in its obligations to the Guayaquil and Quito Railroad, an American com- 
pany, Secretary Lansing sent the following instructions to the American Minister 
to Ecuador: 

“The Government of the United States, unless a definite statement is re- 
ceived in the very near future as to the date when the interest will be paid and 
the deposits resumed, will be forced to give consideration to the question of tak- 
ing such action as may be necessary properly to protect these American interests. 
You may intimate orally to the Minister for Foreign Affairs that in no case will 
the Department give its approval to any loan by American bankers to Ecuador 
until interest is paid and daily deposits resumed.” U.S., Foreign Relations, 1917, 


p. 738. 
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cause of failure of France to fund its debt to this country; of 
loans to Russia, or to Germany to finance trade with Russia; to 
the Franco-German potash syndicate; to Sao Paulo for coffee 
valorization purposes. Disapproval of loans to finance foreign- 
commodity controls has been urged by Secretary of Commerce 
Hoover,** and has been recommended in the special report on 
foreign-commodity controls of the House Committee on Inter- 
state and Foreign Commerce, which was obviously strongly in- 
fluenced by Secretary Hoover and members of his staff.°° The 
disapproval of the potash and Sao Paulo coffee loans was due 
mainly, if not solely to Secretary Hoover’s influence. Neverthe- 
less, in an exchange of views with Samuel Untermyer, Hoover 
stated that “he [Untermyer] has little knowledge of these af- 
fairs if he thinks that prohibition of American bankers from 
loaning money to the Brazilian coffee combination, or any other, 
would have any effect upon them,” thus discrediting the efficacy 
of the remedy he had himself proposed.** 

Secretary Hoover, before the Pan-American Commercial 
Conference on May 2, 1927, made the following statement: 


No nation should itself, or should permit its citizens, to borrow money 
from foreign countries, and no nation should allow its citizens to loan money 


"“ E.g., statement of Secretary Hoover, November 12, 1925: “The Adminis- 
tration does not believe the New York banking houses will wish to provide loans 
which might be diverted to support the coffee speculation which has been in prog- 
ress for the last year at the hands of the coffee combination in Sao Paulo, Brazil. 
Such support would simply bolster up the extravagant prices to the American 
consumers” (New York Times, November 13, 1925). Cf. also, U.S. Department 
of Commerce, Annual Report of Secretary of Commerce, 1926, p. 38. 

*° “Since these governmental controls are contrary to the interests of the 
American consumer, the committee takes the position that American citizens 
should refuse to aid or assist them by extending credit to them. This is obvious. 
Furthermore, self-interest should prompt this action on the pert of American 
financial interests, for the granting of loans of this character would create a just 
resentment against them on the part of the American public. In some instances 
requests for loans of this character have been granted. Requests for loans should 
be discouraged and if made should be refused” (60th Cong., 1st Sess., House Rept. 
No. 155, p. 7). 

* New York Times, March 22, 1924. 
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to foreign countries, unless this money is to be devoted to productive enter- 
pri if nations would refuse to allow the lending of money for the 
balancing of budgets, for purposes of military equipment or war purposes, 
or even for that type of public works which does not bring some direct or 
indirect productive return, a great number of blessings would follow to the 
entire world. 


Mr. Hoover made it clear that he did not propose that these mat- 
ters should be “regulated by law,” and advocated them rather as 
principles which should be applied by “the commercial and 
financial sentiment of each of our countries.’”** Nevertheless, 
these were principles which his own administration had not 
closely followed, especially in its dealings with Caribbean re- 
publics, and there was an obvious implication in this statement 
of criticism of American government policy. Secretary Kellogg 
apparently so interpreted it, for he immediately announced that 
the practice of the State Department was not in accordance with 
Mr. Hoover’s proposals.** 

In one instance the State Department appears to have at- 
tempted to make use of American financial resources as an in- 
strument of tariff bargaining, in conformity with the practice of 
France and Germany before the war. In the autumn of 1927, 
while tariff negotiations with France were under way, the State 
Department announced that the government of the United 
States would not object to a refunding at a lower rate of interest 
of the French 8 per cent 1920 loan. Officials of the State Depart- 
ment denied to press representatives that this announcement 
had anything to do with the tariff controversy, but they con- 
ceded that it “will at least make no more difficult an understand- 
ing on the situation produced by the imposition of maximum 
tariff rates on American goods.’”® Senator Borah, moreover, re- 
frained from pressing his objections to permitting a refunding 

* Ibid., May 3, 1927. 

** Ibid. Mr. Kellogg incidentally stated that there had been no objection to 
a loan to any Latin-American country since he had become Secretary of State, 


overlooking, or else disassociating himself from, the veto of the Sao Paulo coffee 
loan. 


* Commercial and Financial Chronicle, October 15, 1927, p. 2017. 
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of the French loan, after a conference with Secretaries Kellogg 
and Hoover, because he said, of the importance to the country 
generally of the pending tariff negotiations,’ and according to 
the press reports the delivery of the American note dealing with 
the tariff controversy had been held up pending a final decision 
on the part of the Cabinet as to what attitude it should take on 
the refunding proposal.’ 
[To be continued] 
JAcoB VINER 
UNIVERSITY OF CHICAGO 


° Ibid., p. 2057. 
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THE UNITED STATES’ SHARE OF THE WORLD’S GOLD 


I 


HE heavy export of gold from the United States in 1927 
and 1928 has revived discussion of the share of the world’s 


gold proper or necessary for this country to hold. But 
shares cannot be ascertained without considering factors of deep- 
er importance than temporary trade balances, specie points, and 
gold exports or imports. Among such factors should be included 
the adequacy of gold economies to offset any deficit in produc- 
tion of gold which may prevail during the near future. 

Two important schools of thought are evident among econo- 
mists and bankers. One school expects a definite shortage of 
gold and a consequent decline of prices. The other school admits 
the possibility of underproduction of gold, but feels confident 
that future economies in the use of gold will fully compensate 
for the slowing down of current gold output, and will, therefore, 
prevent a decline of prices. 

Owing to the dominant position of the United States as a 
possessor of gold stock it is important to raise such questions as 
the following: What drain has the United States made upon the 
gold output of the world in recent decades? Does the burden of 
this drain fall upon domestic mines or upon foreign mines? How 
much economy would result from various possible reductions in 
the requirements of the United States? These three specific 
questions are segregated for analysis in the present article be- 
cause correct quantitative notions on these matters are prerequi- 
site to an understanding of the larger issues of world banking 
policy. 

II 


During the past three decades the United States has pro- 
gressively encroached upon the world-stock of monetary gold. 
During the nineties, the United States held from 13 to 19 per 
cent of the world-stock. During the first decade of the new cen- 
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tury the share of the United States ranged approximately from 
21 to 26 per cent. In 1918 the proportion reached 34 per cent, 
and in 1927, 43.9 per cent. Thus, within the space of about 30 
years, the United States’ share of the world-stock more than 
doubled. The increasing share of the United States in the world- 
stock is shown by the following table: 


TABLE I 
PROPORTION OF WorLD-StocK oF GOLD Money IN THE UNITED STATES* 


Percentage of World-Stock 


Year in the United States 
1895 . ; . ; ° ‘ ‘ ; - 326 
1900 . ‘ : ‘ ‘ ‘ ; ‘ . 20.6 
1905 . . ‘ : , ’ ‘ ‘ - 23.2 
IgIo . ‘ ' , ‘ ‘ ‘ ‘ - £8 
IQIS . ‘ i ‘ j ‘ ‘ , - 99.3 
1918 . ‘ ; ‘ : ‘ , , - 34.0 
1920 . ‘ . ‘ , . ‘ ‘ . 30.6 
1921 . 57:2 
1922. ; ‘ , ; . ‘ : - 39.4 
1923 . . ‘ ‘ ; ; ; ; . 41.8 
Ma. «+ » & «© & » « » eee 
nn 
M6. « « *« «= + & & Qe 
MWA. « «= «+ + ws « & 2 eee 


* Gold stock of the United States is obtained from annual reports of the director of the Mint. 
Gold stock of the world is estimated by the same authority, but the world-estimates are subject toa 
serious margin of possible error. The estimates are based upon questionnaires sent to the various 
countries. Failure to reply means omission of certain countries in some years. Often replies of the same 
country from year to year do not show consistency. In order to overcome these defects Joseph Kitchin 
computes yearly figures by ascertaining for each year the amount of new gold produced and available 
as money, i.e., not used in the arts or hoarded by the Orient. These yearly increments are accumulated 
from starting- points where the estimates of world-stock are believed to be fairly accurate. The estimates 
by Kitchin have been used as the basis of percentage calculations in the foregoing table. However, in 
recent years Kitchin’s estimates run so far above the estimates derived by the Mint that it is feared ‘his 
figures for world-stock are too high. Since 1924 I have made independent estimates of world-stock by 
revising Mint figures. The results affect the percentages in the manner shown by the figures in paren- 
thesis. The discrepancy in estimates is as follows: 


WORLD-STOCK OF GOLD 








eee Revised Estimates 
Year Kitchin* Based upon Director 
of the Mint Figures 





DONE. cc ncccsccccsccccescl Gees $9, 700,000,000 
~ RE A re 10, 399,000,000 9, 624,000,000 
Sh ccitcasavnivadnveded 10, 564,000,000 9, 804,000,000 
SE See 10, 730,000,000 9,984,000,000 











*For a discussion of Kitchin’s method, see Joseph Kitchin, Testimony 
before the Royal Commission on Indian Currency and Finance (1926), Vol. 
Ill, Appendix 82. 
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This advancing demand of the United States upon the 
world’s gold may also be measured by comparing the yearly rates 
of increase of gold stocks in the United States and in the outside 
world (see Table II). 

The pre-war rate of increase in the United States was about 
twice that of the outside world. For the period 1896-1913 it was 
somewhat more than twice; for the period 1899-1913, somewhat 
less than twice. Nevertheless the trend of wholesale prices was 
substantially the same in all gold-using countries. The trends of 


TABLE II 


ANNUAL CoMPOUND RATE OF INCREASE OF GOLD StocK* 








United States | Outside World 
(Percentage) (Percentage) 





7.2 2.9 
5-5 3-2 
6.1 0.6 (—o.3)T 











* The actual gold stock at certain dates is estimated as follows: 








Year United States Outside World 





$ on apeagpoed 


(5,604 ,000,000)t 








t Based upon independent estimates of world gold stock in 
1927, as explained in footnote on p. 365. Other percentages upon 
Kitchin’s estimates of world stock and Mint estimates of United 
States stock. 


t Independent estimate derived from Mint report. 


world-price levels were approximately uniform, but gold stock 
was increasing in one part of the world, the United States, about 
twice as rapidly as in the rest of the world. In brief, in order to 
keep pace with the world price level, the United States required 
a secular trend of gold money about double that of the outside 
world. 

After 1913 the yearly rate of increase of gold stock in the 
United States was no greater than it had been formerly. The 
absolute total was climbing to new heights, but the annual rate 
of increase was not unusual. This fact is clearly shown in Table 
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II. However, in order to keep up this rate of increase, the United 
States absorbed a larger and larger share of the new annual 
world-output of gold. This accelerative absorption of new gold 
is shown in Table ITI. 

Prior to 1913 about one-third of the new gold produced by 
the world and not consumed in the arts or by the Orient was 
taken by the United States. After 1913 the proportion taken by 
the United States increased greatly. According to estimates by 
Kitchin, the percentage was 82.3; according to estimates by the 


TABLE III 


New Wor.p-GoLp AVAILABLE AS MONEY TAKEN BY THE 
UNITED STATES 








AMOUNT 





PERCENTAGE OF 


, Wor.p-GoLp 

PEeRIoD World-Gold Taken by the 
Available as_| United States | TAKEN BY 
Money (Millions} (Millions of : 
of Dollars) Dollars) 





5 T,319 36.8 
° 1,008 32.8 
fore) 2,472 82.3 
25 2,472 110.0 


1896-1913 3 
1899-1913 3 
3 
2 


8 
7 


1913-27 (Kitchin). ... 
1913-27 (Mint, revised). . 


’ 
, 
’ 
? 














United States Director of the Mint, and revised by the writer, 
the percentage was 110.0. At a middle-of-the-way estimate, the 
United States since 1913 has taken practically all of the new 
gold of the world available as money. During the 14-year period 
involved the entire output of the gold mines of the world availa- 
ble as money has been taken by this one country. The rest of 
the world has held a stationary monetary stock. 

A comparison of the last two tables discloses the fact that 
before 1913 the United States could maintain a yearly rate of in- 
crease of gold stock of somewhere between 5.5 and 7.2 per cent 
by absorbing about one-third of the newly produced world-gold 
available as money. After 1913, in order to hold the same ap- 
proximate rate of increase (6.1 per cent) the United States had 
to absorb all of the newly produced world-gold available as 
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money. This comparison presents the heavy drain of United 
States demands upon the gold mines of the world. It empha- 
sizes the steady encroachment made by one country upon the 


TABLE IV 


PRODUCTION AND CONSUMPTION OF Domestic GOLp* 
(Untt, $1,000,000) 








Annual Output iti Surplus Avail- 
of U.S. Mines Used in Arts able as Money 





33 13 20 
33 13 
33 13 
36 II 
40° 9 
47 II 
53 10 
57 10 
64 12 
71 16 
79 18 
79 19 
80 21 
74 23 
80 21 
88 25 
94 32 
go 31 
95 24 
100 30 
96 34 
97 33 
93 36 
89 
95 


- 
© 
° 
- 0 


‘. 
ae 
‘. 
Ye 
6.. 
pe 
Bs .. 
e.: 
0... 
ae 


OUaw HH OO 














* Source: Report of the Director of the Mint (1910), pp. 303-5; (1927), 
PP. 34-35. 
source of new gold money of all other countries, all of the coun- 
tries in the meantime following substantially the same trend of 
price levels expressed in gold. 
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III 


Having ascertained the drain upon world gold output due to 
the monetary demands of the United States, we are ready to in- 
quire: To what extent has this burden fallen upon domestic, as 
distinguished from foreign, sources of gold production? Certain 
basic data bearing upon this question are furnished by Table IV. 

From Table IV it is apparent that the average annual do- 
mestic gold output available as money has been less since 1919 
than at any other time back to 1890. In 1926 only $5,000,000 
of domestic gold was available as money. This situation con- 
trasts sharply with that of the pre-War decade when from $50,- 
000,000 to $70,000,000 annually was available as money. The 
drastic change since the World War is primarily attributable 
to a sharp decline in domestic gold production. Production de- 
clined about 50 per cent. In the meantime consumption in the 
industrial arts increased only moderately. The result is that the 
industrial arts take practically all of the gold produced in do- 
mestic mines. Monetary stocks now gain virtually nothing from 
the source of domestic mines. Practically the whole increment 
of our monetary stock must be imported from foreign sources. 


IV 


Our next inquiry is: How much economy would result from 
various possible reductions in the requirements of the United 
States? 

At the outset we may observe that it is impossible for the 
United States to continue the rates of increase of gold stock 
which she has maintained during the past thirty years. The 
amounts of new gold which would be required if old rates of in- 
crease were to continue would materially exceed the newly pro- 
duced gold available as money for the entire world. This fact 
is obvious from Table V. 

Even the lowest of these amounts is considerably in excess 
of the average annual product of new gold available as money 
under existing conditions. The average so available for 1920-24 
was about $165,000,000, and for 1920-27, about $180,000,000. 
In 1925 the amount available was only about $100,000,000. 
This very low figure was due to a sharp increase in the takings 
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of India in that year for non-monetary purposes. In 1926 the 
world-amount available as money may be estimated at about 
$215,000,000, and in 1927 at about $230,000,000. The very 


TABLE V 


Unitep States GoLtp Stock EsTIMATES 








Amount of New Gold 

Actual Yearly Rate Which Would Now Be 
of Increase Required Annually if 

Former Rates Continued 


Period 





1896-1913 : $316, 800,000 
gS Ee een ee y 242,000,000 
PIE convinces vces ’ 258,400,000 











high figures for the last two years are not due to any material 
increase in production. That this is so may be seen from the fol- 
lowing estimates of world gold production for recent years: 


, Estimated World Gold 
Year Production 


1933 «= : ‘ ; , . $367,764,000 
1924. ‘ , : ; - 393,405,000 
1925. ; ; ; : - 393,301,000 
1926. ; ; : : - 398,557,000 
1927. 5 ‘ 7 : - 399,053,000 


The very high figures of monetary gold for 1926 and 1927 
are due almost wholly to a sharp drop in the takings of India. In 
1927 India took only $59,000,000 of gold by net imports, an 
amount only about one-quarter of her takings in 1925 and less 
than two-thirds of her average annual takings during the five 
years ending 1914. The average annual world-product of new 
gold available as money for the 8 years ending 1927 may be 
placed at approximately $180,000,000. Taking into account the 
past record of consumption in the arts and in India, and the ex- 
isting capacity for production, we may conservatively assume 
that this will be the approximate amount of new gold available 
as money during the next few years. The chief hazard in making 
this assumption lies in the fickleness of the demand of the Orient 

Proceeding upon this assumption we may consider some pos- 
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sible relations of United States gold stock to the new world fund 
of gold yearly available as money (see Table VI). 

Certain comments upon these estimates are appropriate. If 
the United States were to absorb all new money gold, the in- 
crease of stock would be 4.1 per cent, a rate well below the pre- 
war rates of increase of 5.5 to 7.2 per cent, depending upon the 
period taken. If the United States were to absorb the same share 
as before the war, namely, one-third, the increase of stock would 
be only 1.4 per cent, a rate far below that of the pre-war period. 











TABLE VI 
Tue UNITED STATES IN RELATION TO NEW WorLD-GOLD AVAILABLE 
AS MONEY 
Assuming That the United States United States Takin R . 
Py * gs emainder as Percentage 
am ry ee oye of as Percentage of of Gold Stock of Outside 
oe M BiEINe as United States Stock* World* 
Money 
Rai ict aise cata areca eo 4.1 0.0 
, 2.7 z.% 
I cord: cche va wlarptace'e 1.4 2.1 
ee eer 0.0 3.2 











* Calculations based upon writer’s estimates of world-stock from data derived 
from reports of the director of the Mint. See above, footnote, p. 365. 


The latter possibility would have substantial significance from 
the standpoint of gold economy. It would permit the outside 
world to have about $120,000,000 new gold money each year 
and to increase its stock at the rate of more than 2 per cent per 
annum. 


V 


The reader who is conversant with problems in this field will 
doubtless be aware of many important questions which are close- 
ly related to the matters which have been here discussed. How 
much gold can the United States afford to lose from present 
stock by export? How much new gold is necessary each year in 
order that the United States and the rest of the world may sus- 
tain a stable price level? What new economies of the gold ex- 
change standard may be counted upon to offset any deficit in 
future gold production? All such questions are of vital impor- 
tance, but the present article carefully limits its scope to more 
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specific questions of fact, questions which require rather defi- 
nite quantitative answers before the broader issues of financial 
policy can be comprehended. 

The circumscribed area of the present study may be best in- 
dicated by reiterating the questions raised at the outset and sum- 
marizing the appropriate answers. First: What drain has the 
United States made upon the gold output of the world in recent 
decades? This country held about one-eighth of the world stock 
of gold money in 1895, one-fifth in 1900, one-quarter just before 
the war, and more than two-fifths in 1927. Before 1913 our gold 
stock increased at a yearly compound rate about twice that of 
the rest of the world. Continuing approximately the same year- 
ly rate of increase after 1913, we took all of the new gold pro- 
duced available as money thereafter, leaving nothing to be add- 
ed to the stock of the rest of the world. This yearly rate of in- 
crease meant that before 1913 two-thirds of the newly produced 
gold available as money was taken by the outside world, where- 
as after 1913 practically none was taken by the outside world. 

Second: Does the burden of this drain of gold fall upon do- 
mestic or foreign mines? Before the World War it fell chiefly 
upon domestic mines. After 1913 it fell almost whelly upon for- 
eign mines. Moreover, any additions to our stock of gold money 
in the near future must come from abroad. The only prospect of 
future growth of our gold stock is a balance of payments calling 
for net imports of specie. Domestic production is almost entire- 
ly consumed in the industrial arts. An annual increase in our 
stock of 1 per cent would require about $45,000,000 of net gold 
imports; an increase of 2 per cent, about $90,000,000, and so on. 

Third: How much economy would be necessary to relieve 
in any substantial way a world-gold shortage? To continue pre- 
war rates of increase in our stock would require more new gold 
money each year than is actually available under existing condi- 
tions. To cut down to about one-quarter of the pre-war rate of in- 
crease, namely, to 1.4 per cent per annum, would be to take 
about one-third the current new gold available as money, the 
same proportion that we took before the war. Under these terms 
we should have to import about $60,000,000 gold each year, an 
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amount which we formerly derived from domestic mines. This 
degree of economy could be maintained for several years by vir- 
tue of the present excess of gold available as Federal Reserve 
Bank reserves above the amounts necessary for safe reserve ra- 
tios. It is not suggested that this economy would or would not 
be adequate to stabilize the price level. That problem calls for 
separate quantitative investigation. The purpose here is to take 
some measurements in the gold problem, to visualize the quan- 
titative proportions of the problem, and to set forth certain 
facts which are indispensable to analysis of the more compli- 
cated questions of banking policy, gold requirements, and price- 
level trends. 


LIONEL D. EDIE 
UNIVERSITY OF CHICAGO 





COUNTRY BANKING PRACTICES IN NORTHERN 
TEXAS 


II. POLICIES GOVERNING REDISCOUNT AND CONTROL 
OF LOANS 


A. INTRODUCTION 


HE preceding paper has shown how the banks of northern 

Texas arrange or distribute their assets in order to earn 

profits for their stockholders with the minimum of risk 
and at the same time utilize their funds in accordance with the 
best interests-of their respective communities. The assumption 
has been made throughout that funds were available to lend to 
customers in need of money. There are times, however, when it 
is not within the power of these banks to lend as freely as the 
needs of their customers warrant; nor is it always advisable to 
lend, even when funds are comparatively plentiful and the bor- 
rower is considered a good risk. Emergencies are not uncommon 
in which the banks find themselves in the dilemma of having few 
loanable funds, being at the same time confronted by their pa- 
trons with what are normally considered legitimate or justifiable 
demands for assistance. It is this situation and the inability to 
meet its attendant difficulties that frequently place these banks 
in financial straits and sometimes force liquidation of the banks’ 
affairs. The present paper considers the policies of the banks 
when a crisis threatens or actually exists, and discusses the meth- 
ods by which the banks borrow or obtain funds, at the same time 
reducing their needs for additional money through the curtail- 
ment and control of loans. 

Exigencies may arise either from local conditions or from 
conditions prevailing over the entire country. Crop failures may 
curtail the lending power of the banks and threaten them with 
losses on outstanding loans. And what is worse (because few of 
the banks foresee it with any degree of accuracy), a drop in mar- 
ket prices and values as a result of general conditions has the 
twofold effect of creating the need by the community for more 
loans while reducing at the same time the value of the security 
offered or held against loans. 
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When a bank finds itself with a decreasing amount of avail- 
able funds for lending without a corresponding decrease in de- 
mand it must (1) borrow or obtain funds from other sources 
than that of deposits; or (2) curtail loans which it makes; or it 
may do both. The policies in regard to procuring funds to carry 
the bank through a period of stress will be discussed first, and the 
second alternative—that of controlling the volume of loans and 
conserving its funds—will be considered afterward. 


B. POLICIES IN PROCURING FUNDS 


There are three different courses of procedure open to the 
banks when funds other than those on hand and those coming in 
through liquidation of loans are needed. The country bank (1) 
may recall funds on deposit with correspondents; (2) may sell 
securities held as investments; or (3) may borrow from other 
banks. 

The recall of funds on deposit is typically used as the first 
recourse, since it involves the payment of no interest by the bank 
recalling the deposit.* In fact, the opportunity to recall deposits 
with other banks paying 2-2 per cent interest and to loan these 
funds to local customers at rates varying from 8 per cent to 10 
per cent offers the possibility of a distinct increase in gross prof- 
its. Yet the reserve requirements of state banks prevent resort 
to this method to any considerable extent,’ for there is a rather 


*In those instances where deposits with correspondents are not first re- 
called, the deposits form an insignificant part of the bank’s assets, or else the 
bank indicates that it leaves the funds with its correspondent banks, and stops 
lending until local loans are collected. The latter situation, however, is excep- 
tional. 

* Every banking corporation chartered under the laws of Texas “with a 
capital stock of less than twenty-five thousand dollars and which does not be- 
come a member of the Federal Reserve System under the laws of the United 
States, shall at all times have an amount of cash on hand and due from other 
banks equal to at least 20 per cent of the aggregate amount of its demand de- 
posits; and every bank, not located in a central reserve city, having a capital of 
twenty-five thousand dollars or more, and which does not become a member of 
the Federal Reserve System under the laws of the United States, shall at all times 
have an amount of cash on hand and due from other banks, equal to at least 15 
per cent of its demand deposits. Whenever the reserves of any bank as herein- 
before required shall fall below the amount specified for its class, then such bank 
shall not make any new loans or discounts until it by collection shall restore its 
lawful reserves. Such reserve fund, or any part thereof, together with the current 
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small margin remaining due from correspondents after reserve 
requirements are met.* 

Of secondary importance as a source of obtaining funds 
when needed is the sale of securities held as investments. Ap- 
proximately 25 per cent of the reporting banks, or 50 per cent of 
those holding bonds and United States Treasury Certificates, re- 
port that they rely upon liquidation of securities as a source of 
additional funds, but actually this is done only in severe crises. 
The policies in regard to selling securities are determined from a 
consideration of the yield and marketability of the investment, 
the rediscount rate at which money may be borrowed, and the 
probable length of time for which the funds are needed. Further- 
more, the banks do not usually sell securities if there is an appre- 
ciable loss to be suffered.* Short-term paper is sold sometimes 


receipts, may be kept on hand or on deposit, payable on demand, in any bank or 
banking association of the State of Texas, or any banking association or trust 
company regularly chartered and operating under the laws of any State or under 
the laws of the United States, approved by the State Banking Commissioner, and 
having a paid-up capital of fifty thousand dollars or more, but the deposit in any 
one bank or trust company shall not exceed 20 per cent of the total deposits, 
capital, and surplus of the bank making the deposit” (State Banking Laws of 
Texas, Digest of 1923, Sec. 9). 

*State banks with capital of less than $25,000 averaged 31.8 per cent of 
their demand deposits as cash on hand and due from other banks, early in 1926, 
which permits of recalling funds from correspondents in amounts averaging less 
than 12 per cent of demand deposits. State banks of $25,000 capital or more 
averaged 31 per cent of deposits in cash on hand and due from other banks; this 
is 16 per cent above the legal requirement of 15 per cent. 

National banks at that time kept 19 per cent of their demand deposits on 
deposit with correspondent banks above the 7 per cent reserve requirements, thus 
permitting these banks to use this method somewhat more freely than state 
banks. 

4In regard to the policy of liquidating bonds held as investments, a cashier 
of a national bank states “the bond market and the current price of these securi- 
ties would govern our actions. As an illustration we had in 1920 some inde- 
pendent school bonds and some Liberty bonds of the various issues. The school 
bonds we sold outright; the Liberty bonds we merely put up as collateral and 
borrowed on them and later as the price advanced sold them. The most cotton 
we have ginned at this place was 13,500 bales, and during the boll-weevil visita- 
tion of 1920 and 1921 we ginned 400 and 600 bales, respectively, so you see that 
we were obliged not only to sell all our securities, but to borrow as directors and 
individuals to our limit.” 
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before maturity in order to obtain funds for local use. But this is 
seldom done, because the paper usually runs for but a short time; 
is purchased in such a way as to mature as funds are required; 
and no ready market exists whereby convenient liquidation may 
be effected. The banks which refuse to purchase commercial 
paper, preferring to invest surplus funds in Liberty bonds, have 
the advantage of holding the bonds both as a temporary invest- 
ment and as a reserve in time of need. When the bonds are 
bought during the marketing season or when surplus funds are 
available, they are held until a shrinkage of deposits occurs. This 
may be six months, or, as is pointed out, “if the following year 
should be a good crop year, the bonds might be held one or two 
years.” 

But in case of a pronounced or protracted shortage of funds 
it may become necessary for the banks to borrow money from 
other banks; and as a rule this is the principal means of obtain- 
ing funds when the community needs more than the local bank 
can supply. 

National banks and other members of the Federal Reserve 
System.—Of the fifty-four national banks replying to this part 
of the questionnaire, forty-one’ (76 per cent) rediscount or have 
rediscounted with the Federal Reserve Bank when unable to 
meet local demands otherwise; five borrow from correspondents, 
principally in New York; and five have never borrowed money 
at all. Of the other three banks, one states that when a scarcity 
of money prevails, no further loans are granted until collection of 
some of the outstanding loans is effected; a second stops lending 
before its funds are exhausted; and the third makes no statement 
regarding its rediscount policies. Several banks which hold se- 
curities as investments prefer to rediscount to meet a temporary 
need rather than to sell their securities.° Numerous remarks 
are to the effect that funds have not been borrowed in several 

* One bank rediscounts both with the Dallas Reserve Bank and with corre- 
spondent banks. 

° This practice is well explained by a progressive banker thus: “If funds are 
needed to meet temporary requirements, we borrow or rediscount at the Reserve 


Bank; if the need is the result of a steady decline of deposits, we either sell 
securities or liquidate them at maturity.” 
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years. The prevailing policy is to rediscount only as demand re- 
quires, as there is little effort to anticipate demand. Sentiment 
among many apparently dictates that every other possible meth- 
od should be adopted before they acknowledge financial straits 
by borrowing.’ 

Banks electing to borrow from correspondent banks rather 
than from the Reserve bank base their preference on the conten- 
tion that rediscounting is “cumbersome,” and that correspond- 
ent banks will often lend on the straight unsecured note of the 
strong country bank. One national bank, enjoying the favor and 
confidence of its correspondents, explains that “notes to the Fed- 
eral Reserve Bank are made for only 15 days, having to be re- 
newed for that time;* as we seldom borrow and in small amounts, 
we generally borrow from correspondent banks for as long a time 
as we want it, and on our straight note.” As regards each of the 
banks that borrow from some correspondent bank, the strength 
of the individual bank permits it to obtain all the funds it re- 
quires without rediscounting its customers’ notes or offering them 
as security. The smaller banks, of course, are hardly in a posi- 
tion to merit this consideration from correspondents. 

Reports from four of the six state banks which are members 
of the Federal Reserve System indicate that these banks do not 
rely upon the Reserve bank for loans so much as they do upon 
their correspondents. Two state banks specifically state that, 
rather than rediscount, they borrow on bills payable to their cor- 
respondents, pledging their own bills receivable. A third follows 
a similar practice if the need is only temporary, but prefers to re- 
discount with the Reserve bank if money is needed for a longer 

"A banker states: “We hate to borrow, so therefore we generally sell some 
securities that we have and put the borrowing off as long as we can.” This psy- 
chological factor which is voiced by a large number of other banks is easily to be 


explained by the narrow margin of profit (and in many instances, a loss) to be 
earned on funds obtained through rediscounting and loaned to local customers. 

* Reference is here made to notes drawn in compliance with the Federal Re- 
serve Act, Sec. 13, Part 7, as follows: “Any Federal Reserve Bank may make 
advances to its members on their promissory notes for a period not exceeding 
fifteen days, . . . . provided such promissory notes are secured by such notes, 
drafts, bills of exchange, or banker’s acceptances as are eligible for rediscount 

. or by the deposit or pledge of bonds or notes of the United States.” 
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period. The fourth rediscounts with the Reserve bank, but only 
for agricultural purposes. 

The disfavor in which rediscounting is held by some bankers, 
and the infrequency with which they use it, cannot be attributed 
to a lack of eligible paper among the assets of the banks. The 
average amount of paper eligible for rediscount held among the 
national banks concerned is 57.5 per cent of all loans. The 
amounts reported by the banks vary from 20 per cent in the case 
of an oil-town bank, to as high as go per cent of the total loans of 
a bank in an agricultural section. Since the smaller bank lends 
the greater part of its funds for agricultural purposes or for the 
marketing of crops, it is not surprising to find it tending to have 
a larger part of its loans eligible for rediscounting than is true of 
the larger bank in towns of three thousand or more inhabitants. 
For the state banks holding membership in the Federal Reserve 
System, the average of their loans eligible for rediscounting is 65 
per cent. 

State banks.—Of the thirty-seven reporting state banks that 
are non-members of the Federal Reserve System, nineteen bor- 
row from correspondents when an acute need for additional 
funds arises; six never borrow money, but prefer instead to stop 
lending until more loans are liquidated; two banks have bor- 
rowed at times, but are rarely compelled to do it; the other ten 
do not indicate their procedure after the funds with correspond- 
ents have been exhausted, and their securities disposed of. Those 
banks that refuse to borrow or rediscount with other banks are 
all small banks and have a clientéle whose interests are almost 
entirely agricultural. Among a few of these banks there seems to 
be utterly lacking any sense of appreciation of the responsibility 
a bank has to assist its patrons in withstanding a financial crisis. 
One such bank that says “we stop lending until we collect some 
funds” when money is no longer available for lending, concisely 
expresses its policy by remarking that “We don’t borrow money 
—we loan.” In distinct contrast to this policy is that of one of 
the strongest state banks of this area, located in a progressive 
town, which remarks that “if we run short, and our customers 
are entitled to more loans, we borrow and let them have it.” 
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Private banks.—Six of the ten reporting private banks bor- 
row from their correspondents in times of distress, while three 
do not state their policies. One bank says that it has never bor- 
rowed money and never turns down a good loan; although, when 
funds are low, it turns down “lots of poor ones.” One of the 
banks, in order to supply its customers’ needs, “makes a note to 
the correspondent bank to the limit, and then, if more funds 
are needed, the directors make personal notes for the amount 
needed.” 

Policies of the correspondent banks ——The loans made to 
country banks of this section by correspondent banks are usual- 
ly made by pledging the bills receivable of the former as security 
with the city banks, and ordinarily are made for periods ranging 
from ninety days to six months. The amount of bills receivable 
required as collateral and the rate at which the loan is made de- 
pend on the merit of the individual loan. Probably no better ex- 
planation of the factors governing each loan can be made than 
that in the form of statements of three of the leading correspond- 
ents of these banks, the first two of which are in Dallas, and the 
third in Fort Worth: 


The propositions which usually govern and determine the rates charged 
our country correspondents when borrowing and rediscounting with us are: 
the moral and financial standing of the institution from a statement stand- 
point ; whether it is an old established bank of long reputation for carrying 
out its contracts; whether it maintains and carries a good account on our 
books, and whether its account with us is its entire account in this city; and 
the kind of collateral which is offered. For instance, a loan secured by Gov- 
ernment securities would naturally draw a lower rate than if secured by 
average bills receivable. We try to stay somewhere close to the Federal 
Reserve rate, our rate usually being a little higher than the Reserve rate; 
the difference is obvious, because if we should have to borrow, it would be 
necessary for us to have a margin for our profit. 

In rediscounting customers’ notes for country banks, we first consider 
the average balance carried with us by the bank, and second, the rate 
charged by the Federal Reserve Bank. Of course, country banks can afford 
to pay us a somewhat higher rate than they can the Federal Reserve Bank, 
because the idle funds they have with us draw interest, whereas the Federal 
Reserve bank pays no interest on balances carried with it. Our charges to 
banks generally range from 4 per cent to 5 per cent per annum, which is 
usually a little higher than the Reserve Bank rediscount rate. 
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The rate on loans to country banks has for many years been around 
6 per cent per annum, but during the last two or three years lower rates 
have prevailed to country banks whose balances warranted, and the man- 
agement and grade of collateral offered, justified. The better the collateral 
and the better the standing of the borrowing bank as to ability of manage- 
ment and its successful and profitable operation, the more desirable the loan, 
and, necessarily, the lower the rate when any concessions are made in rates. 


The matter of determining the amount of collateral in the 
form of bills receivable also depends on numerous circumstances 
relating to the individual bank and the quality of the notes of- 
fered. The bank last quoted states clearly the considerations 
which must be given the collateral tendered the correspondent 
banks by the northern Texas country banks: 


The margin of collateral varies with the desirability of the loan, the 
balances maintained by the borrowing bank with the correspondent granting 
the accommodation, the standing of the borrowing bank as to solvency, 
ability of management, etc., the collateral ranging from $120 to $150 for 
each $100 loaned; or, to express it otherwise, 20 per cent to 50 per cent 
margin. In that connection also the total borrowings of the bank seeking 
the accommodation is taken into account. Excessive borrowings indicating 
an overextended condition usually caused from unsatisfactory local condi- 
tions affecting business in that community, or a lack of conservatism in 
management, are conditions under which the larger margins in collaterals 
are ordinarily considered desirable for safety. 

The more conservative banks in reserve cities check the collateral of- 
fered very carefully, scrutinizing statements of the makers and indorsers, 
the security behind each note, and in a general way survey the distribution 
of the credits represented in the collateral, taking due thought as to the 
various lines of industry to which the bank has extended credit. If the col- 
lateral offered is in large notes, a more thorough analysis is made with re- 
spect to each piece of paper, since experience has shown that a wide distribu- 
tion of credit can be more easily depended upon for ultimate payment; 
therefore the need to know that collateral represented by large notes is un- 
questionably solvent. 


C. THE CURTAILMENT OF LOANS 


When the country bank finds that there are not available 
funds to meet a continued demand, or foresees the possibility of 
such a predicament, its only recourse, other than borrowing, is 
to curtail the amount of loans which it makes, and, if feasible, to 
curtail the amount which it is asked to make. Indeed, these 








382 THE JOURNAL OF BUSINESS 


bankers must hold their loans within limits, even under favor- 
able economic conditions, else there is likely to be a shortage of 
funds due to overlending. One banker emphasizes that “‘it is 
harder to go straight when times are good than when they are 
bad,” because during prosperity there is not the urgent need for 
curtailed loans, and furthermore, the type of security offered 
permits of more credit because of higher valuation (assuming 
that favorable market prices accompany prosperous conditions). 

The attempt at control of loans is prompted primarily by the 
need of protecting the bank’s own interests, and is determined 
either in accordance with local conditions affecting the commu- 
nity or by suggestions and advices radiating from the money- 
centers—usually Dallas, since the location of the Federal Re- 
serve Bank in that city in recent years has served to give it the 
position of financial leadership in Texas and the southwest. The 
twofold control (over local banking and local business) exercised 
by the country bank may be considered either as a link in the 
chain of steps by which a centralized effort at control is made by 
central or reserve city banks, or as a phase of decentralized con- 
trol, in which the individual bank takes the initiative. In either 
event the control may be considered as affecting the interests of 
the bank, that is, maintaining the affairs of the bank in sound 
condition, and as affecting the policies of business in the com- 
munities served by the banks. Not only may loans be controlled 
by rejecting the application of the would-be borrower or by lim- 
iting the amount sought, but also the need for control may be 
impressed upon the customers of the bank through the manage- 
ment’s exhortation of the business community to adapt itself to 
practices necessary to meet general business and economic con- 
ditions. It is hardly necessary to add that the country bank 
which has successfully carried its message of control to its pa- 
trons is the one that will assist its community in minimizing and 
avoiding financial difficulties, and at the same time be among the 
first to recover following a period of unfavorable banking con- 
ditions. 

Practically all of the banks make some effort to follow busi- 
ness conditions, either local or general. Of the 100 banks report- 
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ing on the matter of keeping local loans controlled or regulated 
in conformity with general business conditions of the country as 
a whole, 83 signify that some attempt is made in this direction, 
while the other 17 report that they are guided principally by local 
conditions.* Of the general conditions affecting local lending, 
those pertaining to market prices of live stock and agricultural 
products are of greatest importance. Because the deposits of a 
bank will necessarily be decreased by a curtailed flow of funds 
into the community from the sale of stock and crops, and be- 
cause the decreasing value of marketable crops on which a bank 
holds liens will endanger the equity which the bank holds in 
them, the bank must carefully appraise farm values offered as 
security, and reduce the amount of funds loaned on them in pro- 
portion to the decrease in prices of farm products. As one strong 
private bank says: “If conditions appear such as to lower prices 
of cattle or farm products, we naturally reduce the amount which 
we are willing to advance on crop or cattle paper.” 

Of secondary importance in controlling the amount of loans 
which a bank is willing to make is the fact that the condition of 
the money market will affect the ability of the bank to borrow or 
rediscount with other banks, should need arise. One national 
bank watches the money market in the East, using it as a guide 
by which to govern loans. Another remarks that “when money 
gets tight, we get in the same shape; in other words, we try to 
keep our house in order, for if we loan freely we get frozen loans 
in a tight money market.” When “money gets tight” several 
banks loan only for productive purposes, and make attempts to 
check unnecessary investments. A few banks act upon the ad- 
vice of correspondent banks and the Federal Reserve Bank as to 
the course which they should follow in a period of unstable con- 
ditions, and are thus able to render assistance to their patrons. 
One small bank points out that “the larger banks are in close 
touch with conditions of the country as a whole, and give this in- 
formation to small banks; the management (of the small banks) 
can do the country an unusual service by passing this advice on 
to its customers.” 


* There is little difference as to policies between any two classes of banks. 
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Others follow the suggestions given by trade journals and 
services. One rather unusual example is that of a banker who ex- 
plains that “by means of bank magazines and trade journals we 
keep in touch with general conditions and govern ourselves ac- 
cordingly. During the post-war deflation period we were able to 
protect ourselves in this way. We freely ask advice of corre- 
spondents and of the Federal Reserve bank.” This practice is 
not, however, typical of the banks as a whole. The interests of 
the country bank are more closely associated with local produc- 
tion and the prices paid for local products than they are with the 
general financial situation; so that the tendency is to follow mar- 
ket conditions affecting prices on commodities produced locally 
rather than general financial conditions of the country as a whole. 

One state banker who attempts to follow general conditions 
as far as practicable explains rather clearly his attitude in grant- 
ing loans, and his position sems to be common among the banks: 
“Tn event we think we see the red signal ahead as to cheap farm 
products, drouth, or other dangers, we limit our loans according- 
ly.” Another observes that “general conditions have a great deal 
to do with the prices of farm products.” As a rule, general eco- 
nomic conditions affect the local business interests of the commu- 
nity, but there are times when an era of nation-wide prosperity 
may be co-existent with poor crops or poor agricultural prices, 
so that the banks must be governed primarily by the local eco- 
nomic situation. It is not surprising, therefore, that the banks of 
this area as a whole follow more closely the fluctuations of local 
conditions than any outside influence. When the crop outlook in 
the spring is poor, loans are held in check. The weather may be 
said to play a leading part in lending, since climatic conditions 
make or ruin crops, and upon crop prospects hinge the lending 
policies of the banks. 

Concerning the control of business through the country bank, 
there is found a more or less well-defined policy in this territory, 
which, though not formulated by a central city bank or reached 
by any conscious agreement among the banks, has the effect of 
keeping business within very conservative limits. It must be re- 
memembered that few of the banks have any difficulty in lending 
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their funds during the greater part of the year. Therefore the in- 
dividual bank has the opportunity to select its borrowers, choos- 
ing to lend to the best risks and declining the poor ones. Risks of 
a speculative nature or for a non-productive purpose (that is, 
loans which do not tend to become self-liquidating) can be re- 
jected by the bank with the knowledge and assurance that its 
funds can be well utilized for productive uses. The typical coun- 
try bank has little temptation to yield to forms of unnecessary 
expansion because there are few surplus funds to dispose of. One 
country banker says his problem is “holding down loans for equal 
distribution” among his customers, and that little opportunity is 
afforded for unnecessary lending. The extent of purposive con- 
trol is shown by another who states that ‘‘we endeavor at all times 
to keep our customers from overextending themselves”; another, 
“We try to hold down customers to what they will be able to pay 
on an average crop and at an average price.” Others say that 
“when funds are scarce, we loan only for legitimate demands”’; 
“we call non-depositor loans and curtail additional loans unless 
absolutely necessary for production of crops and other income 
commodities”; “we try to loan only for productive purposes and 
productive investments”; “we always hold down loans as far as 
possible”; “‘we take care of all legitimate safe business, but talk 
thrift, savings, and economy”; “we try to hold loans to actual 
needs”; “we pursue a conservative policy always”; “we keep all 
loans well within a collateral basis and curtail investments,” when 
a period of active speculation or unnecessary borrowing exists. 

In addition to restricting the classes of loans which it makes, 
the bank subjects the individual borrower to close scrutiny and 
keeps a close check on his affairs. “We attempt to lend a man 
what he can safely pay back; if conditions are adverse, or the in- 
dividual involved, we are forced to go slow,” says one cashier; 
another states, “When we make short crops, we hold our borrow- 
ers to their limit”; a third remarks that a “customer must adjust 
affairs with conditions.” 

There is little opportunity for the country bank to aid in un- 
due local business expansion, even if it should desire to stimulate 
overdevelopment. State banks that are non-members of the Fed- 
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eral Reserve System, and hence cannot rediscount with the Re- 
serve bank, are held in check by correspondent banks from which 
they must borrow funds after the supply of local funds has been 
exhausted. As has been shown, the city correspondents watch 
carefully the paper (bills receivable) placed with them as col- 
lateral by country banks as to the amount, size of bills, respon- 
sibility of maker, and the purpose for which the loan is made. 
Any disposition of the country bank to overextend itself will be 
immediately rejected in its proffered paper. 

The opportunity offered members of the Federal Reserve 
System through rediscounting to expand nonessential business, 
i.e., non-productive enterprises and activities not essential to the 
normal growth of the country, is more apparent than real. It is 
true that an interest rate of 10 per cent offers a desirable margin 
of profit on money borrowed or rediscounted at typically less 
than 5 per cent. But it is also true that the fact that rediscount- 
ing becomes necessary (either because of a period of business 
prosperity or because of overexpansion of credit) signifies that 
the risk incurred by the country bank in making the loan to its 
borrower is increased. 

Moreover, the inhibition felt by the banks toward borrowing 
serves as a check against their expanding business by means of 
funds borrowed from other banks. Sufficient evidence in sub- 
stantiation of this statement may be obtained from these typical 
remarks: “It is the policy of this bank never to lend heavily 
enough to have to borrow unless we have a crop failure and re- 
quire additional loans to finance the making of crops”; “we re- 
discount only as a last resort’’; ‘“‘we never rediscount until abso- 
lutely necessary to keep reserve requirements up to standard”; 
“we rediscount only when our funds run low, which is usually 
when farmers have failures on account of drouths or low prices 
of products”; “we rediscount with correspondents at times when 
short crops cause considerable shrinkage of deposits and it is 
necessary to carry over quite a lot of our loans”; “we rediscount 
only to meet the actual demands.” As a matter of fact, a record 
of freedom from borrowing for a number of years is a source of 
much pride among many of the bankers, and is often considered 
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as an index of a bank’s soundness and financial strength, as well 
as proof of the efficiency of the management. “We have bor- 
rowed twice in 25 years,” says one banker. “During my twelve 
years with this bank,” writes the cashier of a small state bank, 
“we have borrowed $2,000, and that for 60 days.” Others state, 
“For the past ten years this bank has not borrowed a dollar”; 
“have never rediscounted or executed a loan for the bank”; 
“have not borrowed in three years.” Numerous remarks of like 
tenor are made by a score of others. 

In view of the facts that the loanable funds of the country 
banks are limited, that outside sources’ of borrowing other than 
the Federal Reserve Bank are open only to conservatively man- 
aged banks, that increasing risks tend to discourage excessive 
lending, and above all, that the individual bank looks with much 
disfavor and suspicion upon borrowing and rediscounting with 
other banks, the country banks of northern Texas maintain a 
close check on their affairs. This close check prevents overex- 
pansion of bank loans to any considerable extent, and at the same 
time gives a decided control over the expansion of business inter- 
ests throughout the territory. The net resultant tendency is 
to hold the development of business well within conservative 
bounds. 

[To be concluded] 
A. W. Forp 


BRADLEY POLYTECHNIC INSTITUTE 


**Of course these outside sources of loans, i.e., correspondent banks, may 
err in their judgment as to when loans are overexpanded, so that ultra-conserva- 
tism may exist on the one hand, or a laxity of control may exist on the other. 
Hence there is a need for an index to business conditions to assist the country 
banker in exercising definite control. 














THE NATIONAL ASSOCIATION OF COMMERCIAL 
TEACHER-TRAINING INSTITUTIONS 


HE National Association of Commercial Teacher-Training In- 

stitutions is an organization having as its fourfold purpose 

(a) the improvement of programs for training teachers of com- 
mercial subjects, (6) elevation of standards for the certification of 
teachers of commercial subjects, (c) promotion of research in commer- 
cial education, and (d) development of proper recognition among 
school men. 

Investigations by Walters, of Grove City College, Blackstone, of 
The University of Iowa, Lomax, of New York University, and Barn- 
hart, of the Federal Board for Vocational Education, have shown that 
the number of institutions now offering training for commercial teach- 
ers has grown during the past twenty years from a dozen to over two 
hundred, but that the type of training varies widely in quality, in ex- 
tent, and in content. Much fragmentary effort is expended in many 
different localities toward the preparation of programs for the im- 
provement of the training of commercial teachers, but there are few 
opportunities for consultation in this field, little or no possibility of 
co-operative experimentation and research, and very meager avenues 
for dissemination of ideas. At the 1926 meeting of the Iowa Research 
Conference on Commercial Education it was felt that an organization 
which would strive to remedy these conditions would be welcomed by 
institutions and teachers in charge of commercial training. As a re- 
sult there was created the National Association of Commercial Teach- 
er-Training Institutions. 

The meeting at Iowa City, March 15, 1928, considered the pres- 
ent status of commercial teacher-training as revealed by a study 
which had been made during the year, and formulated plans for a pro- 
gram of co-operative research and investigation to extend over a period 
of three or four years. F. J. Weersing, of the University of Southern 
California, chairman of the committee, is now soliciting suggestions 
concerning a research program. 

Membership in the association is of two kinds: institutional and 
associate. Institutional membership is open to institutions which offer 
commercial teacher-training curricula and are recognized collegiate in- 
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stitutions or recognized state teachers’ colleges. Associate membership 
is open to instructors in the institutions eligible for institutional mem- 
bership, teachers of commercial subjects in public secondary schools, 
graduate students, and fourth-year students specializing in commer- 
cial education in the schools eligible for membership, and public 
school administrators and supervisors in charge of commercial edu- 
cation. 

The officers and directors for 1928-29 are: president, E. G. 
Blackstone, University of Iowa; vice-president, P. A. Lomax, New 
York University; secretary, Ann Brewington, University of Chicago; 
treasurer, P. A. Carlson, Whitewater State Teachers College; direc- 
tors, E. D. Pennell, Michigan Western State Normal School; F. G. 
Nichols, Harvard University; A. A. Miller, North Texas State Teach- 
ers College; C. M. Yoder, Whitewater State Teachers College; Alfred 
Sorenson, University of California. 

ANN BREWINGTON 

UNIVERSITY OF CHICAGO 











BOOK REVIEWS 


The Automobile Industry: Its Economic and Commercial De- 
velopment. By Ratpy C. Epstein. Chicago and New 
York: A. W. Shaw Co. $4.00. 


Scheherazade of the future will recount with Aladdin and the 
Forty Thieves the story of the American automobile. From 4 cars in 
1895, production rose to 4,000,000 in 1926. An investment of $28,000 
in 1903 has grown to $700,000,000. The registry of 22,000,000 cars 
in 1926 exceeds the number of telephones. 

As an economic phenomenon, the automobile is the most notable 
event since the Industrial Revolution. The industry employs 3,700,- 
ooo individuals directly and indirectly in its production and distri- 
bution. These are enormous dimensions, developed in a scant thirty 
years. To the automobile can be traced not only revolutionary busi- 
ness changes, but the leisure hours of a nation have become nomadic 
on wheels. Measure the economic shifting, sociological changes, and 
influences on the national health! Hoboes and collegians alike have 
been affected. 

Mr. Epstein’s book is provocative of much speculation. The au- 
tomobile has developed many single-purpose machines, but its influ- 
ence on the machine-tool industry has been tremendous. The machine 
builder has learned much in the construction of his product from the 
automobile, but more important has been the adaptation of automo- 
bile equipment to other industries. Such a transplanting is now in 
progress. The automobile must be credited with much of the pioneer- 
ing in material handling. Progressive, straight-line manufacturing 
with its conveyors, cranes, hoists, and industrial trucks has replaced 
armies of truckers in American industry. Alloy steels, lubrication, 
roller and ball bearings, and physical metallurgy owe much of their 
refinement to the automobile. Quite obviously the automobile is at 
least partly responsible for the great increase in productive efficiency 
in recent years. At the same time, by its rapid and enormous growth 
the automobile industry absorbed many individuals who through the 
automobile’s emphasis on efficiency became unemployed in other in- 
dustries. 

While Mr. Epstein notes the economic significance of the auto- 


39° 




















BOOK REVIEWS 391 


mobile and points out concrete evidence in support of economic the- 
ory, he promises further discussion in another volume. In the present 
book his task is to record history. The American automobile is pre- 
ceded by European experiments. The Selden patent application was 
filed in 1879, although Selden did not build an automobile until much 
later, as evidenced in court. The Selden patent was upheld in a number 
of suits, but eventually in the Ford suit in 1911 the court ruled that 
the patent covered only hydro-carbon gas engine automobiles in which 
the fuel was compressed outside the cylinder chamber, but did not ap- 
ply to the Otto type of engine. 

Duryea, Olds, Haynes, Winton, Ford, King, Maxwell, Apperson, 
Riker, Clarke, Stanley, White, and Franklin built automobiles be- 
tween 1886 and 1899. The first cars had single-cylinder motors, but 
before long the two-cylinder types appeared. The cars of different 
manufacturers varied greatly in essential design. “There were offered 
cars with engines of one, two, three, four, or even six cylinders. The 
engine could be either of the four-cycle or two-cycle type. The cyl- 
inders could be parallel or opposed; they could be set in the chassis 
either horizontally or vertically; they could be mounted under the 
body, under the hood, or at the rear of the car near the axle.”’ After 
1910, approximately, the product of various manufacturers began to 
conform more nearly to a norm. 

The early market was restricted largely to the well-to-do. The 
demand ran to heavy, high-powered cars, and even Ford produced a 
six. As the market began to expand it became evident that volume 
lay in low-priced, light cars, and Ford brought out his four in 1908. 
During the period from 1903 to 1916 production of passenger cars 
increased at an annual rate of 45 per cent of the previous year’s pro- 
duction. From 1912 to 1916, however, the production of high-priced 
cars recorded no increase. By 1916 cars selling at $875 and under 
constituted 70 per cent of the sale of cars. The market widened with 
the mechanical betterment of the cars, the reduction in prices, and in- 
stalment sales. Ye. during the period from 1917 to 1926 the annual 
rate of increase in sales was considerably less than from 1903 to 1916. 
In the years 1918, 1919, 1921, and 1924 there have been absolute 
declines in automobile production, and in 1925 and 1926 production 
about reached stabilization. 

The careful statistical studies of the market and of the fortunes 
and vicissitudes of firms and cars might well serve as models for in- 
quirers whose hearts tend to usurp their heads. Throughout the au- 
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thor has made the book unusually interesting by the continual inter- 
spersing of intimate history of cars and manufacturers. Mr. Epstein 
has the gift of a good digestion for hard facts, but more than all else 
he knows automobiles and the men who make them. To the reviewer 
this history of the automobile is exhilarating adventure; but this may 
be a bias, for he is one who approaches affection for his car. 
A. O. BRUNGARDT 
Boston, MASSACHUSETTS 


A New Conception of Office Practice. By FREDERICK G. NICH- 
OLs and the NATIONAL ASSOCIATION OF OFFICE MANAG- 
ERS. Cambridge: Harvard University Press, 1927. Pp. 
123. 

The report specifically states that “It is not a report in which will 
be found a basis for a complete program of commercial education in 
even a single type of school. It deals with but one neglected phase of 
business training, namely, clerical work.” That is to say, it is a new 
conception of office practice based upon findings of research in fifty- 
four business organizations well distributed as to geographical location 
and as to the kinds of business. 

The report is based “on an investigation of actual office require- 
ments,” thus dealing another blow to “armchair” philosophy, and an- 
other blow to “hunches” and traditions in business. 

The facts revealed with regard to such matters as classification of 
office work, special requirements for office trades, duties for which ex- 
perience or school training are required, time required to train work- 
ers on the job, grouping of clerical duties as a basis for clerical train- 
ing units, are of significance per se. They are also of significance in 
pointing out what must be accomplished in future studies. Job analy-, 
ses of activities and trades in so far as they are common to practically 
all offices must be made. A terminology with respect to office work 
that can be regarded as standard and that can be used ia further con- 
sideration of business training to meet office requirements must be de- 
termined upon. Techniques for doing both these things must be worked 
out. This report makes some contribution in terminology in that it de- 
fines the term “clerk,” both general and special, and defines the term 
“office trade.” 

The findings show that “in this study there is no evidence that of- 
fice procedure in one office is different from that in any other office, re- 
gardless of geographical or industrial factors.” Most teachers, and per- 
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haps some office managers, will be surprised when they read that there 
is such a person as a general clerk, who is more important than the spe- 
cial clerk, still holding sway in the modern office. The 100 per cent vo- 
cational teachers will be quite disappointed when they read that “cleri- 
cal pupils should devote but five periods a week through two years of 
clerical study and practice and should possess at least one skill that 
will open the door of opportunity.” 

The shorthand teachers who base the teaching of shorthand on 
the “stepping-stone” theory will surely suffer agonies when they read 
page 89, while the advocates of teaching relationships in business or 
the business aspect of living will take courage when reading page 94. 

In connection with the thirty-one conclusions given, thirty-one 
recommendations are made as to what to do and how to do them. Two 
plans are outlined for a clerical training department in the secondary 
school. 

The study was made possible through the co-operation of the Na- 
tional Association of Office Managers and a specialist in commercial 
education, a few teachers of commercial education, many office man- 
agers, and thousands of office workers. 

ANN BREWINGTON 

University OF CHICAGO 


The Foreign Expansion of American Banks. By CiyDE WIi1- 
LIAM PuHeEtps. New York: Ronald Press Co., 1927. Pp. 
ix-+-222. 

In the field of American foreign banking controversy has been 
hitherto more common than unbiased investigation of accomplish- 
ments. In this book, Mr. Phelps has undertaken an impartial study of 
the successes and failures of American banks in foreign fields. Yet the 
previous controversial discussions have not been wholly rejected, but 
appear, in the first five chapters, in the new guise of reasons why 
branch banks have, or have not, been estabilshed in foreign countries. 
A synthesis of the opposing opinions is attempted in the discussions of 
the conditions favorable to the establishment of each of the forms of 
banking contact with foreign markets. Chapters three and four dem- 
onstrate, both by general analysis of the problem and by specific ex- 
amples, the interdependence of foreign banking and foreign trade. In 
these and the following chapter, his realization of the need for co-op- 
eration between the banker and exporter has led the author at times to 
abandon his postive discussion of why branch banks have been estab- 
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lished for the normative one of why foreign branches ought to be es- 
tablished. 

The next four chapters trace the development of American for- 
eign trade and foreign banking in the periods before and after 1914. 
The names, the dates of formation, in some cases the addresses and 
the dates of dissolution of discontinued branches are enumerated, as 
well as the importance of the various offices. After describing in de- 
tail the expansion since 1914, Professor Phelps concludes that the for- 
eign expansion of the national banks and state trust companies has 
been, with one exception, “quite successful.” The lack of success of 
the “independent” foreign banking corporations and of the National 
City Bank he attributes to unduly rapid expansion and the lack of 
trained foreign managers. 

The legal status of foreign branches in other countries and in 
America is discussed in some detail in the remaining three chapters. 
The view of the small American banker hostile to reciprocal treat- 
ment of banks is contrasted with the opinions expressed in the laws of 
many foreign countries and is frankly condemned. 

The point of view is now individualistic, when the bankers’ inter- 
est is discussed, now nationalistic when the development of foreign 
trade is considered, but seldom cosmopolitan. The book shows an 
awareness of theoretical issues which relate to the subject in hand but 
of necessity cannot be treated at length. For example, two somewhat 
opposing accounts of the mechanism of adjustment of international 
trade to capital export are presented in a paragraph. While the book 
contains little that is novel, it is a systematic analysis of a subject 
hitherto discussed piecemeal with a controversial bias. The book and 
the brief introduction by H. Parker Willis should interest students of 
banking and foreign trade. 


The Advertising Agency. By KEELER AND Haase. New York: 
Harper & Brothers, 1927. Pp. 292. 

This book is a manual on advertising agency operation and should 
be of interest to those who are in the business of operating an agency, 
those who might like to start an agency, and those who teach the sub- 
ject of advertising. It is of particular value to teachers of advertising 
because it brings together for the first time information about a cer- 
tain kind of advertising activity. 

The technique of agency operation is explained from beginning 
to end. Office arrangement, billing, producing, checking, and other 
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phases of agency detail are carefully considered. The necessity for 
installation of cost systems and the elimination of highly competitive 
methods of solicitation are stressed because of the tendency to de- 
creasing profit margins in existing agencies. 

The authors are to be complimented for the attention paid to the 
development of a code of ethics in agency procedure. Their view on 
the economic justification of advertising is, “Advertising is justified 
economically when the cost of sales plus advertising is less than the 
cost of sales without advertising.’”’ The chief defect of the book is that 
it relates to only one type of agency, the one which specializes in 
periodical advertising. Arguments for and against the 15 per cent 
commission plan of payment are not discussed. With the background 
of periodical advertising experience possessed by the authors, it is 
understandable why the 15 per cent commission plan (which has 
been of interest to the Federal Trade Commission) is accepted “as is.” 
But if the book really is for those “who are about to open an agency,” 
the significance of this method of payment for agency services deserves 
greater consideration. 


Kart D. REYER 
UNIVERSITY OF CHICAGO 


By-Products of the Meat-Packing Industry. By Rupotr A. 
CLEMEN. Chicago: University of Chicago Press, 1927. 
Pp. xi+410. 

Dr. Clemen, in this book, has assembled and presented in an in- 
teresting fashion many points of a technological nature dealing with a 
wide range of by-products of the packing industry. This book is differ- 
ent from most books on the technology of industry in that it presents 
the technology of the various commodities as related to their commer- 
cial disposition. Such technical books which give an adequate back- 
ground for an understanding of commercial practice are rather scarce, 
particularly in the English language. Central European countries have, 
perhaps, excelled in such technological works in the past. 

Beginning with an introduction to the significance of by-products 
in the packing industry, the volume continues through a discussion of 
the methods of manufacture and the varied uses of hides and skins, 
wool and hair, fats, oils and greases, soap, pharmaceuticals, edible 
meat by-products, casings, strings and ligatures, glue and gelatin, fer- 
tilizer by-products, and animal and poultry feeds. 

Recognizing the fact that by-products may be by-products or al- 
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lied products of the commercial system as well as by-products of man- 
ufacture, Dr. Clemen has included a discussion of the relationship of 
produce and other side lines to the packing industry. 

The book is well written and sufficiently detailed and accurate in 
its scientific phases for most commercial readers. It is to be hoped 
this effort will stimulate the production of similar volumes on the 
products and by-products of other industries. 

JosePH SCHNEIDER 

UNIVERSITY OF CHICAGO 


The Penetration of Money Economy in Japan and Its Effects 
upon Social and Political Institutions. By Matsuyo TakI- 
zawa. New York: Columbia University Press, 1927. Pp. 
159. $2.25. 

Miss Takizawa’s study is a concise analysis of the economic, po- 
litical, and social changes which occurred in Japan in the two cen- 
turies preceding 1867. After tracing the increase in the use of money, 
the author proceeds to consider, in separate chapters, the related 
changes in other important institutions which occurred during the 
same period. The rise of the town and the decline of the village com- 
munity, the decline of the soldier class and the rise of the merchant, 
the disintegration of the family as an economic unit—all are brought 
into relation with the development of the institution of money. The 
singleness of viewpoint and the method adopted of tracing separately 
the changes which occurred in each of the institutions just men- 
tioned assist the author in achieving commendable clarity of analysis. 
Though, in places, realistic detail is sacrificed to brevity and con- 
sistency, in general the facts presented are brought into close and 
fairly well balanced relationship with the more abstract parts of the 
discussion. 

The work makes available to the English-speaking world some 
very interesting material drawn from Japanese sources, and provides 
another example of the change from an unspecialized agricultural to a 
specialized exchange economy. Though the author draws no com- 
parisons, the reader cannot but be impressed by the close parallels 
between the Japanese developments described and the changes which 
occurred in western countries during similar periods of transition. 














